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A B S T R A C T
T h i s  d i s s e r t a t i o n  d e s c r i b e s  how r e t a i l  a n d  o f f i c e  lease p r o v i s io n s  c a n  be 
w r i t t e n  to m i n i m i z e  c o n t r a c t i n g  issues  b e tw e e n  t r a n s a c t i n g  pa r t i e s .  T e s ta b l e  
h y p o th e s e s  r e g a r d i n g  th e  a l l o c a t io n  o f  r isks  a n d  th e  r e d u c t i o n  o f  o p p o r t u n i s t i c  
b e h a v i o r ,  by lease p r o v i s io n s ,  a r c  p roposed .  An  e m p i r i c a l  m ode l  w h i c h  uses 
R o s e n ’s {1974] w e l l - k n o w n  t h e o r y  o f  h e d o n ic  p r ice  e s t i m a t i o n  is d e v e lo p e d  to test  
f o r  the  e c o n o m ic  i m p a c t  o f  s p e c i f i c  r e t a i l  a n d  o f f i c e  lease p rov is ions .  T w o  u n i q u e  
d a t a  se ts  a r c  e m p l o y e d  w h i c h  m i n i m i z e  n o n - p r o v i s io n  v a r i a t i o n  b e t w e e n  leased  
spaces .  T h e  f i r s t  d a t a  set  c o n t a i n s  one  h u n d r e d  a n d  th re e  s h o p p in g  c e n t e r  leases  
f r o m  n e i g h b o r h o o d  a n d  c o m m u n i t y  s h o p p in g  c e n te r s  w h i c h  a r c  al l  o f  s t r i p  des ig n  
a n d  a r e  l o c a t e d  w i t h i n  a t h r e e  m i le  r a d i u s  in the  s am e  g e o g r a p h i c  a r e a  o f  a c i ty .  
T h e  ope n  a i r  s h o p p i n g  c e n te r s  a re  c o m p a r a b l e  in size,  a r c h i t e c t u r e ,  o c c u p a n c y ,  a n d  
a m e n i t i e s .  T h e  second  d a t a  set i n c lu d e s  t h r e e  h u n d r e d  a n d  t w e n t y - t w o  o f f i c e  
leases  s i t u a t e d  in f ive  m u l t i t e n a n t  b u i ld i n g s  t h a t  a r e  s im i l a r l y  lo c a t e d  in a 
p r o m i n e n t  p a r t  o f  a c i ty  a n d  w i t h i n  a q u a r t e r  mile  r ad iu s .  T h e  o f f i c e  b u i ld in g s  
a r e  c o m p a r a b l e  in s ize , n u m b e r  o f  f lo o rs ,  a r c h i t e c t u r e ,  o c c u p a n c y ,  an d  a m c n i t i e s .  
T h c  e m p i r i c a l  r e s u l t s  p r o v i d e  s t r o n g  e v i d e n c e  t h a t  the  le s sen ing  o f  c o n t r a c t i n g  
p r o b le m s  a s s o c i a t e d  w i th  t h e  r e t a i l  a n d  o f f i c e  lease p rocess  is i m p o r t a n t  in 
u n d e r s t a n d i n g  how  l a n d l o r d s  a n d  t e n a n t s  s t r u c t u r e  leases,  i n c l u d i n g  prov is ions.
A T H E O R Y  A N D E M P I R I C A L  T E S T  O F  R E T A I L  
A N D O F F I C E  L E A S E  C O N T R A C T I N G
C H A P T E R  I 
I N T R O D U C T I O N
F i n a n c i a l  theo r i s t s  h a v e  w r i t t e n  e x t e n s i v e l y  a b o u t  c o n t r a c t i n g  p ro b le m s  
a s so c i a te d  w i t h  f i n a n c i a l  t r a n s a c t i o n s . 1 T h e s e  r e s e a rc h e r s  s t ress  the  role  o f  
r e so lv ing  c o n t r a c t i n g  p r o b le m s  in s h a p i n g  the  f r a m e w o r k  o f  o r g a n i z a t i o n s  a n d  the  
s t r u c t u r e  o f  c o n t r a c t s  e m p l o y e d  in t r a n s a c t io n s .  T h e  s h o p p i n g  c e n t e r  a n d  o f f i c e  
b u i l d i n g  l ea s ing  processes  a f f o r d  u n i q u e  o p p o r t u n i t i e s  to e x p a n d  f i n a n c i a l  
c o n t r a c t i n g  th e o r y  a n d  p r e s e n t  e m p i r i c a l  e v i d e n c e  on c o n t r a c t i n g .  In a d d i t i o n ,  the  
e x a m i n a t i o n  o f  c o m m e r c i a l  lease p ro v i s io n s  has  i m p o r t a n t  i m p l i c a t i o n s  f o r  the  
s t r u c t u r e  o f  leases,  the  v a l u a t i o n  o f  l easeho ld  in te res t s ,  a n d  the  des ign  of  
c o m m e r c i a l  m o r tg a g e s .1
S h o p p i n g  ce n te r s  a n d  o f f i c e  b u i ld i n g s  a r c  two  m a j o r  ty p es  o f  real  p r o p e r t y ,  
a n d  th e  leases  a s so c i a te d  w i th  these  c o m m c r c i r l  p r o p e r t i e s  g e n e r a l l y  c o n ta i n  a 
d i v e r s i t y  o f  c o n t r a c t u a l  p r o v i s io n s .5 A l t h o u g h  it seems r e a s o n a b le  t h a t  c o n t r a c t i n g  
p r o b le m s  a rc  i m p o r t a n t  in the  d e t e r m i n a t i o n  o f  lease t y p e  a n d  in the  in c lu s io n  of
1Jc n se n  a n d  M c c k l in g  [1976], M yers  [1977], Sm i th  a n d  W a rn e r  [1979], 
D arnca ,  H a u g e n ,  a n d  Se n b e t  [1981, 1985], a n d  K a l a y  [1987]  h a v e  w r i t t e n  a b o u t  
p r o b le m s  t h a t  a r i s e  f r o m  c o n f l i c t s  o f  i n te r e s t  b e tw e e n  c o n t r a c t i n g  p a r t i e s  such  as 
b o n d h o l d e r s  a n d  s to c k h o ld e r s .  Cos t ly  c o n t r a c t i n g  resul ts .  C o n t r a c t i n g  costs  o f t e n  
i n c l u d e  e x p e n s e s  f o r  s t r u c t u r i n g ,  m o n i t o r i n g ,  a n d  b o n d i n g  a set  o f  c o n t r a c t s  
b e tw e e n  tw o  p r i n c i p a l s  or  b e tw e e n  a p r i n c i p a l  a n d  a n  agen t .  A r e s i d u a l  loss to 
one or  bo th  p a r t i e s  can  o c c u r  be c ause  the  costs  o f  e n f o r c i n g  c o n t r a c t s  m a y  become 
g r e a t e r  t h a n  the  b e ne f i t s .
A
T h e  e c o n o m ic  im p a c t  o f  r e t a i l  a n d  o f f i c e  lease p r o v i s i o n s  has  i m p o r t a n t  
i m p l i c a t i o n s  f o r  m o r tg a g e e s  or  lenders .  T h e  m o r tg a g ee  v iews  h i m s e l f  as a possible  
successo r  to t h e  l a n d l o r d ’s pos i t ion .  The  R e p o r t  o f  the  C o m m i t t e e  on Leases ,  
S e c t ion  o f  R e a l  P r o p e r t y ,  P r o b a t e ,  a n d  T r u s t  L a w ,  o f  the  A m e r i c a n  Bar  
A sso c ia t io n  [1967, p. 411]  p u b l i s h e d  a qu o te  t h a t  s ta tes ,  "What is good  f o r  the  
l a n d l o r d  is a lso  good f o r  the  l en d e r ,  w i th  f e w  excep t io ns ."  A d d i t i o n a l l y  K u k l i n  
[1980] r e m a r k s  t h a t  the  l e n d e r  is the  d e v e lo p e r  once  r em ove d .
3S ing lc  f a m i l y  r e s i d e n t i a l ,  m u l t i  f a m i l y  r e s i d e n t i a l ,  i n d u s t r i a l ,  a n d  special-  
usc p r o p e r t i e s  a r c  o t h e r  m a j o r  types  o f  real p r o p e r t y .  Sec P y h r r  a n d  C o o p e r  [1982]  
f o r  a d i sc u s s io n  o f  rea l  e s t a t e  p r o p e r t y  types.
I
2p ro v i s i o n s  f o r  a l a n d l o r d - t e n a n t  t r a n s a c t i o n ,  l i t t l e  e m p i r i c a l  r e s e a r c h  on  the  
s u b je c t  has  o c c u r r e d . 4 T h i s  d i s s e r t a t i o n  d e m o n s t r a t e s  t h a t  the  r e s o lu t io n  o f  
c o n t r a c t i n g  issues  a s so c i a te d  w i th  the a l l o c a t io n  o f  r isks  a n d  the  m i n i m i z a t i o n  o f  
o p p o r t u n i s t i c  b e h a v i o r  i n f l u e n c e s  the  s t r u c t u r e  o f  r e t a i l  a n d  o f f i c e  leases, 
i n c l u d i n g  p rov is ions .
T h e  d i s s e r t a t i o n  is d i v i d e d  in to  f i v e  c h a p te r s .  B a c k g r o u n d  l i t e r a t u r e  on 
s h o p p in g  c e n te r s ,  o f f i c e  b u i ld in g s ,  leases,  a n d  p r i o r  r e l a t e d  w o r k  a p p e a r  in 
C h a p t e r  2. C o n t r a c t i n g  issues  in r e t a i l  a n d  o f f i c e  lea s ing  a lo n g  w i t h  a d i scuss ion  
o f  t h e  r e s o l u t i o n  o f  these  c o n c e rn s  by lease p r o v i s io n s  a r e  p r e s e n t e d  in C h a p t e r  3. 
In a d d i t i o n ,  t e s t a b le  h y p o th e s e s  r e g a r d i n g  the  a l l o c a t io n  o f  r isks  a n d  the 
m i n i m i z i n g  o f  o p p o r t u n i s t i c  b e h a v i o r  b e tw e e n  the  lessor  a n d  th e  lessee,  by lease 
p r o v i s io n s ,  a r e  p r o p o se d  f o r  bo th  r e t a i l  a n d  o f f i c e  leases.  C h a p t e r  4 i n t r o d u c e s  a 
m u l t i p l e  reg re s s ion  e q u a t i o n  based  upon  R o s e n ’s [1974] w e l l - k n o w n  th e o r y  of  
h e d o n i c  p r ice  e s t i m a t i o n  th a t  will  d e t e r m i n e  the  e c o n o m i c  im p a c t  o f  s p e c i f i c  lease 
p r o v i s io n s  on ren t .  T he  m u l t i p l e  r egress ion  e q u a t i o n  wil l  e m p lo y  tw o  u n i q u e  lease 
d a t a  sets. T h e  s h o p p in g  c e n t e r  d a t a  set c o n t a i n s  one  h u n d r e d  a n d  t h r e e  r e ta i l  
lease o b s e rv a t io n s .  T h e  r e t a i l  lease d a t a  set was se lec ted  to m i n i m i z e  the  spa t i a l  
a n d  l o c a t io n a l  v a r i a t i o n  a m o n g  l eased  spaces .  T h e  one  h u n d r e d  a n d  t h r e e  leases 
a r c  f r o m  n e ig h b o r h o o d  a n d  c o m m u n i t y  s h o p p in g  c e n te r s  w h i c h  a re  o f  s t r i p  des ig n  
a n d  a r c  l o ca t ed  in s ide  a t h r e e  mile  r a d i u s  in the  s am e  g e o g r a p h i c  a r e a  o f  a city.  
F u r t h e r ,  the  open  a i r  s h o p p i n g  c e n te r s  a r c  c o m p a r a b l e  in s ize,  a r c h i t e c t u r e ,  
o c c u p a n c y ,  a n d  a m e n i t i e s .  Also, C h a p t e r  4 g ives  the  r e t a i l  lease e m p i r i c a l  resul ts  
w h i c h  p r o v i d e  s t r o n g  s u p p o r t  to the  d i s s e r t a t i o n ’s t h e o r y  th a t  the  r e s o l u t i o n  o f  
c o n t r a c t i n g  issues  is i m p o r t a n t  in u n d e r s t a n d i n g  how  l a n d l o r d s  a n d  t e n a n t s
4S m i t h  a n d  W a k e m a n  [1985] p ro p o se  t h a t  t a x e s  a lo n e  d o  not  e x p la i n  all 
a spec t s  o f  c o r p o r a t e  l e a s ing  pol icy.  T h e y  i n d i c a t e  t h a t  c o n t r a c t i n g  p r o b le m s  a re  
i m p o r t a n t  in the  lease ve r su s  b u y  dec is ion .  So, c o n t r a c t i n g  costs  a p p e a r  to a f f e c t  
l ea s in g  po l icy  a n d  s h o u ld  also be s i g n i f i c a n t  in the  s e lec t ion  o f  an  a p p r o p r i a t e  
lease s t r u c tu r e .
3s t r u c t u r e  r e t a i l  teases.  T h e  s e c o n d  d a t a  set  i n c l u d e s  t h r e e  h u n d r e d  a n d  t w e n t y - t w o  
o f f i c e  leases .  T h e  o f f i c e  d a t a  set  w as  c h o s e n  so as  to  lessen th e  s p a t i a l  a n d  
l o c a t i o n a l  v a r i a t i o n  a m o n g  leased  spaces .  T h e  t h r e e  h u n d r e d  a n d  t w e n t y - t w o  
o f f i c e  leases  a r c  l o c a t e d  in f i v e  m u l t i t c n a n t  o f f i c e  b u i l d i n g s  w h i c h  a r c  s i t u a t e d  in 
a p r o m i n e n t  p a r t  o f  a m e d i u m  size c i t y  w i t h i n  a q u a r t e r  mile  o f  e a c h  o t h e r  a n d  
a r e  c o m p a r a b l e  in s ize,  n u m b e r  o f  f loo rs ,  a r c h i t e c t u r e ,  a n d  o c c u p a n c y .  T h e  f i v e  
o f f i c e  c o m p l e x e s  a r c  a ll  r a t e d  class  B o f f i c e  space .  T h e  o f f i c e  lease e m p i r i c s  
i n d i c a t e  t h a t  s p e c i f i c  lease p r o v i s i o n s  a f f e c t  o f f i c e  r e n t a l  ra tes .  A s u m m a r y  
w h i c h  i n c l u d e s  t h e  d i s s e r t a t i o n ’s m a i n  r e s u l t s  a n d  a d i s c u s s io n  o f  poss ib le  a r e a s  o f  
f u t u r e  r e s e a r c h  c o n c l u d e s  t h e  d i s s e r t a t i o n .
C H A P T E R  2
I N S T I T U T I O N A L  B A C K G R O U N D :  AN O V E R V I E W  
O F  R E T A IL  A N D  O F F I C E  L E A S E S
I. Introduction
T h e  leases  a s s o c i a t e d  w i t h  s h o p p i n g  c e n t e r s  a n d  o f f i c e  b u i l d i n g s  a r e  v a r i e d  
a n d  g e n e r a l l y  c o n t a i n  a d i v e r s i t y  o f  c o n t r a c t u a l  p r o v i s i o n s . 6 T h i s  c h a p t e r  is 
d i v i d e d  in to  f i v e  s e c t i o n s  a n d  p r o v i d e s  a n  o v e r v i e w  o f  r e t a i l  a n d  o f f i c e  leases  a n d  
t h e i r  s t a n d a r d  t e r m s  a n d  p r o v i s io n s .  Se c t ions  II a n d  111 c o n t a i n  a n  i n t r o d u c t i o n  to 
t h e  t y p e s  o f  a sse t s  b e i n g  l ea sed  -- s h o p p i n g  c e n t e r s  a n d  o f f i c e  b u i ld i n g s .  Sec t ion  
IV e x a m i n e s  t h e  l e a s i n g  p ro ce s s  by  d e s c r i b i n g  r e n t  t y pes ,  t h e  d o c u m e n t ,  s t a n d a r d  
t e r m s ,  a n d  c o v e n a n t s ,  c o n t i n g e n c i e s ,  a n d  o t h e r  s p e c i a l  p r o v i s i o n s .  S e c t io n  V 
r e v i e w s  p r i o r  r e l a t e d  r e s e a r c h  on s h o p p i n g  c e n te r s ,  o f f i c e  m a r k e t s ,  leases ,  a n d  the  
v a l u a t i o n  o f  c o n t r a c t u a l  c o v e n a n t s ,  c o n t i n g e n c i e s ,  a n d  s p e c i a l  p r o v i s i o n s .
IL S h o p p in g  Centers:  A Descr ip t ion
T h e  U r b a n  L a n d  I n s t i t u t e  [1987]  d e f i n e s  a s h o p p i n g  c e n t e r  as  a g r o u p  or  
c o l l e c t i o n  o f  r e t a i l  e s t a b l i s h m e n t  r e n t a l  spaces  t h a t  a r e  p l a n n e d ,  d e v e l o p e d ,  o w n e d ,  
a n d  o p e r a t e d  as  a u n i t  a n d  a r c  r e l a t e d  by lo c a t io n ,  s ize , a n d  v a r i e t y  o f  s to r e s  to
5Sec F r i e d m a n  [1983] a n d  th e  A m e r i c a n  Bar  A s s o c i a t i o n  [1987]  f o r  an 
i n d c p t h  c o m m e n t a r y  on c o m m e r c i a l  l eases  a n d  t h e i r  p r o v i s i o n s .
4
5the c o r r e s p o n d i n g  t r a d e  a r e a .6 H o w e v e r ,  F r i e d m a n  [1968, p. 559] p r o v i d e s  a m ore
s im p l i s t i c  d e f i n i t i o n :
"The  d i s t i n g u i s h i n g  f a c t o r  o f  a s h o p p i n g  c e n t e r  is t h a t  it  is no t  a 
f r e e - s t a n d i n g  s to re  o r  a c lu s te r  o f  f r e e - s t a n d i n g  s to res ,  a n d  i f  one  
t ak e s  a f r e e - s t a n d i n g  s to re  a n d  a d d s  a p a r k i n g  a r e a  a n d  o t h e r  
f a c i l i t i e s  i t  is s ti ll  no t  a s h o p p i n g  cen te r .  A s h o p p i n g  c e n t e r  is in 
e ssence  a n  e n s e m b le  o f  m a n y  s tores ,  w i th  t h e i r  c o m b i n e d  p u l l i n g  
power."
S h o p p i n g  c e n te r s  p r o v i d e  o n s i t e  p a r k i n g  in d i r e c t  r e l a t i o n s h i p  to the  q u a n t i t y  a nd  
sizes o f  s tores .  S h o p p i n g  c e n te r s  r a n g e  in s ize f r o m  g i a n t  " supe r  r eg iona l"  mal ls  
w i th  o v e r  a m i l l i o n  s q u a r e  fee t  to small  n e ig h b o r h o o d  s h o p p i n g  c e n t e r s  w i th  less 
t h a n  t w e n t y  t h o u s a n d  s q u a r e  f ee t  o f  r e n t a b l e  s p a ce .7
Most  n e ig h b o r h o o d  a n d  c o m m u n i t y  s h o p p in g  c e n t e r s  a rc  s t r i p  s h o p p in g  
cen te rs .  A s t r i p  s h o p p i n g  c e n t e r  is a g r o u p  o f  s to res  c o n n e c t e d  by a c a n o p y  over  
the  s i d e w a l k  w h i c h  r u n s  a lo n g  the  f r o n t  o f  the  s to res .8 P a r k i n g  is u s u a l ly  a t  the  
e n t r a n c e  o f  the  r e t a i l  e s t a b l i s h m e n t s  a n d  is c o m m o n ly  c o m p o s e d  o f  one  to e ig h t  
pa ra l l e l  rows  o f  p a r k i n g  spaces .  T h r e e  d i f f e r e n t  t y p es  o f  m e r c h a n t s  a r e  t y p ic a l ly  
f o u n d  a t  s h o p p in g  c e n te r s .9 An  a n c h o r  t e n a n t  is the  key  t e n a n t  t h a t  gives  the 
c e n t e r  i ts s t a b i l i t y  a n d  d r a w i n g  power .  A n a t i o n a l  c h a i n  s u p e r m a r k e t  or  d r u g s t o r e  
is a t y p ic a l  a n c h o r  t e n a n t  f o r  m a n y  s t r i p  s h o p p in g  c en te rs .  A n o t h e r  t y p e  o f
®There ex is t  f o u r  ty p es  o f  s h o p p i n g  c e n te r s  based  u p o n  t h e i r  fu n c t i o n :  
n e ig h b o r h o o d ,  c o m m u n i t y ,  r e g io n a l ,  a n d  s u p e r  r eg iona l .  A n e ig h b o r h o o d  c e n te r  
c a t e r s  to d a i l y  needs  by p r o v i d i n g  f o r  t h e  sale  o f  c o n v e n i e n c e  goods  (e.g. g rocer ie s )  
a n d  p e r s o n a l  s e rv ices  (e.g. d r y  c l e a n e rs )  w h i l e  a c o m m u n i t y  c e n t e r  e x p a n d s  upon  
c o n v e n i e n c e  goods a n d  pe r s o n a l  s e rv ices  by s u p p l y i n g  a w i d e r  s e lec t ion  o f  so f t  
l ines  ( a p p a r e l )  an d  h a r d  l ines  ( h a r d w a r e  a n d  ap p l i a n ce s ) .  R e g i o n a l  a n d  super  
r e g io n a l  c e n t e r s  a r c  u sua l ly  mal ls .  A n e ig h b o r h o o d  c e n t e r  c o n t a i n s  b e tw e e n  30,000 
a n d  100,000 s q u a r e  fee t  w h i l e  a c o m m u n i t y  c e n t e r  has  b e tw e e n  100,000 a n d  
300,000 s q u a r e  f ee t .  See U r b a n  L a n d  I n s t i t u t e ' s  Dollars  a n d  Cents  o f  Shopping  
Centers'.  1987.
7T h c  I n t e r n a t i o n a l  C o u n c i l  o f  S h o p p i n g  C e n t e r s  ( ICSC) e s t i m a t e s  t h a t  th e re  
a r e  o v e r  24,000 n e ig h b o r h o o d  a n d  c o m m u n i t y  s h o p p in g  c e n te r s  in t h e  U.S. See 
U r b a n  L a n d  I n s t i t u t e ,  Dollars a n d  Cents  o f  Shopp ing  Centers:  1987, p. 335.
*The d a t a  set  o f  r e t a i l  leases  used  in the  d i s s e r t a t i o n  a r e  f o r  s t r i p  s h o p p in g  
cen te rs .
9T h e  U r b a n  L a n d  I n s t i t u t e  [1987] p r o v id e s  a d e t a i l e d  o v e r v i e w  o f  the  m a n y  
c a t e g o r i e s  o f  m e r c h a n t s  f o u n d  w i t h in  the  t h r e e  m e r c h a n t  types.
6t e n a n t  is the  local c h a i n  s to re  such  as a l ad ie s  a p p a r e l  shop  w h ic h  f e e d s  o f f  the  
a n c h o r  t e n a n t  a n d  has  h igh ,  s tab le  sales  as wel l  as  b r in g s  m ore  s h o p p e r s  to the  
c e n te r .  A t h i r d  type  o f  t e n a n t  is the  s in g t c - lo c a t io n  or  "mom a n d  pop" 
i n d e p e n d e n t  s to re  w h ic h  u s u a l ly  pays  h ig h  r en t ,  a n d  has  u n c e r t a i n  sales  an d  
f i n a n c i a l  s t a b i l i ty .  With the  n u m e r o u s  v a r i e t y  o f  s to res  a v a i l a b l e  w i t h i n  m e r c h a n t  
ty pes ,  s h o p p i n g  c e n t e r  o w n e r s  tTy to f i n d  a m i x t u r e  o f  s to res  t h a t  wil l  m a x i m i z e  
to ta l  sales  a n d  to ta l  r e n t s . 10 T h u s ,  s h o p p i n g  c e n t e r  o w n e r s  a t t e m p t  to c o n t r o l  t h e i r  
e x p o s u r e  to r isk  t h r o u g h  th re e  m ec ha n ism s :  t h e  s tore  m ix ,  the  loan  to v a lu e  r a t i o  
o f  t h e  f i n a n c e d  p r o p e r t y ,  a n d  the lease a g r e e m e n t . 11 T h e  r e ta i l  lease a g r e e m e n t  
a l low s  l a n d l o r d s  a n d  t e n a n t s  to v a r y  u n c e r t a i n t y  t h r o u g h  c h a n g i n g  the  type  a n d  
a m o u n t  o f  r en t  a n d  c o n t r a c t u a l  p r o v i s io n s  to su i t  t h e i r  s p e c i f i c  r isk  p r e f e r e n c e s . 15
l0A c c o r d i n g  to F.pley a n d  R a b i a n s k i  [1986], ihe suc ce s s fu l  s h o p p i n g  c e n te r  
o w n e r / m a n a g e r  t r i e s  to se lec t  t e n a n t s  t h a t  wil l  a c h i e v e  a p o s i t i v e  s y n e rg i s t i c  
r e l a t i o n s h i p  w i t h  o t h e r  t e n a n t s .  T h e  a c t i v i t i e s  o f  one  m e r c h a n t  s h o u ld  inc re ase  
the  f l o w  o f  c u s to m e r s  to o t h e r  m e r c h a n t s .  T h e r e  ex is t s  s y n e r g i s m  b e tw e e n  such 
types  o f  t e n a n t s  a s  m a j o r  d e p a r t m e n t  s to res  a n d  sp e c i a l t y  a p p a r e l  shops,  a p p a r e l  
shops  a n d  shoe  s to res ,  j e w e l r y  shops  a n d  w o m e n ’s c lo t h in g  s tores ,  etc.  Also,  see 
A n d e r s o n  [1985] f o r  r e s e a r c h  on the  a s so c i a t i o n  o f  s h o p p i n g  c e n te r  a n c h o r s  wi th  
the  p e r f o r m a n c e  o f  a n o n a n c h o r  s p e c i a l t y  c h a i n ’s s tores .
11P y h r r  a n d  C o o p e r  [1982] r e v i e w  r isks  a s so c i a te d  w i t h  s h o p p i n g  ce n te r s  
a n d  o f f i c e  b u i l d i n g s  a n d  t h e i r  m in i m i z a t i o n .  P y h r r  a n d  C o o p e r  [p. 549] no te  t h a t
. . sou rces  o f  s h o p p i n g  c e n t e r  r isk  i n c lu d e  th e  poss ib i l i ty  o f  h igh  v a c a n c y  ra te s  
f o r  n o n - m a j o r  t e n a n t s ,  l ack  o f  a d e q u a t e  g r o w t h  in sales  to p r o v i d e  o v e ra g e  
incom e ,  b a n k r u p t c y  o f  a m a j o r  t e n a n t ,  u n c o m p e n s a t e d  b u t  e s c a l a t i n g  o p e r a t i n g  
costs  d u e  to r i s i n g  t ax  a n d  u t i l i t y  bi lls ,  a nd  the  o p e n in g  o f  new s h o p p in g  ce n te r s  
in the  t r a d i n g  a re a  w i t h o u t  the  c o n c o m i t a n t  i n c re as e  in c o n s u m e r  b u y i n g  power,"
13R c q u i r i n g  low m i n i m u m  r e n t  bu t  h igh  p e r c e n t a g e  r e n t  f o r  r e t a i l  t e n a n t s  
s h i f t s  m u c h  o f  the  r isk o n to  the  s h o p p in g  c e n t e r  o w n e r  be c ause  the  t e n a n t  pays  
h i g h e r  r e n t  w h e n  he has  h i g h e r  sales. H o w e v e r ,  in a n  a g e n c y  f r a m e w o r k  th is  m ay  
be a n  o p t im a l  lease a r r a n g e m e n t  s ince  the  l a n d l o r d  a n d  t e n a n t  bo th  h a v e  m u tu a l  
i n c e n t i v e s  to i n c r e a s e  s to re  sales. A d d i t i o n a l l y ,  the  l a n d l o r d  has  a n  i n c e n t iv e  to 
f i n d  the  r i g h t  mix  o f  t e n a n t s  to m a x i m i z e  o v e ra l l  s h o p p in g  c e n t e r  sales. Sec 
B a r n c a ,  H a u g e n ,  a n d  Scnbc t  [1981,  1985] fo r  a n  e x a m i n a t i o n  o f  a g e n c y  p r ob le m s  
a n d  t h e i r  r e so lu t ion .
7III. O f f i c e  Buildings:  A Description
O f f i c e  b u i ld i n g s  a re  c o m p o s e d  o f  on e  or  m o re  r e n t a b l e  spaces  a n d  r a n g e  in 
s ize  f r o m  the  World T r a d e  C e n t e r  in N e w  Y ork  w i th  m i l l ions  o f  s q u a r e  f e e t  o f  
r e n t a b l e  s pace  to smal l ,  s ingle  t e n a n t  o f f i c e  bu i ld in g s .  T y p i c a l ly ,  o f f i c e  b u i ld in g s  
p r o v i d e  j a n i t o r i a l  a n d  u t i l i t y  s e rv ices  to o c c u p a n t s  a lo n g  w i th  f r e e  p a rk i n g .  Class  
A o f f i c e  space  is a r a t i n g  f o r  r e l a t i v e ly  new b u i ld i n g s  in p r im e  lo ca t io n s  w i th  
h ig h  o c c u p a n c y  levels  an d  h ig h ly  c o m p e t i t i v e  r e n t a l  rates .  Class  B o f f i c e  space  
r e p r e s e n t s  new  b u i l d i n g s  in n o n p r i m e  loca t ions ,  o lde r  b u i ld i n g s  in p r i m e  loca t ions ,  
o r  b u i l d i n g s  t h a t  h a v e  been r e n o v a t e d  to m o d e r n  s t a n d a r d s  in p r i m e  locat ions.  
C la ss  B o f f i c e  space  has  h ig h  o c c u p a n c y  a n d  c o m p e t i t i v e  r e n t a l  ra tes .  Class  C 
b u i ld in g s ,  c o m p r i s e d  o f  o lde r ,  u n r e n o v a t e d  b u i ld i n g s  in f a i r  c o n d i t i o n ,  h a v e  good 
o c c u p a n c y  a n d  low r e n t a l  r a t e s .13
B u i l d in g  o w n e r s  can  m o d i f y  t h e i r  f i n a n c i a l  u n c e r t a i n t y  by c h a n g i n g  the  
l o a n - t o - v a lu c  r a t i o  o f  t h e i r  f i n a n c i n g  or v a r y i n g  the  type  a nd  a m o u n t  o f  lease r e n t  
a n d  c o n t r a c t u a l  p rov is ions .  S y n e r g y  f r o m  the  mix o f  o f f i c e  space  o c c u p a n t s  is not  
as  f a v o r a b l e  as  w i th  s h o p p in g  c e n te r  t e n a n t  m ixes .14 H o w e v e r ,  as w i t h  s h o p p in g  
c e n t e r  o w n e r s h i p  the  lease a g r e e m e n t  f o r  o f f i c e  b u i l d i n g s  can  lessen the 
u n c e r t a i n t y  a s s o c i a te d  w i th  b e in g  a l a n d lo r d .
l sT h e  U r b a n  L a n d  I n s t i t u t e  p r o v id e s  these d e f i n i t i o n s  o f  o f f i c e  space  
classes.  T h i s  t e r m in o l o g y  close ly  fo l lows  s t a n d a r d  i n d u s t r y  d e f i n i t i o n s  o f  o f f i c e  
s pace  classes.
14P y h r r  a n d  C o o p e r  [1982],
8IV.  Leases
S h o p p i n g  c e n t e r  a n d  o f f i c e  leases a r e  u sua l ly  a r r a n g e d  f o r  m e d i u m  to long 
t e rm s  a n d  a r e  s im i la r  in n a t u r e  to  o p e r a t i n g  l eases .1S F o r  m e r c h a n t s  a n d  small  
o f f i c e  space  users ,  leases o f  t h r e e  to f iv e  y e a r s  a r e  no rm a l .  F o r  big r e ta i l  space  
t e n a n t s  such  as s u p e r m a r k e t s  a n d  d e p a r t m e n t  s to res  a n d  l a rge  o f f i c e  space  
o c c u p a n t s ,  f i f t e e n  to t w e n t y - f i v e  y e a r  leases  a re  c o m m o n .  C o m m e r c i a l  leases  
t y p i c a l l y  i n c l u d e  s t a n d a r d  te rm s  f o r  the  p a y m e n t  o f  r e n t  a lo n g  w i t h  n e g o t i a t e d  
c o v e n a n t s ,  c o n t i n g e n c i e s ,  or  o t h e r  special  p rov is ions .  R e ta i l  a n d  o f f i c e  space  
l a n d l o r d s  n e g o t i a t e  c o n t r a c t s  t h a t  a s su re  a s tab le  t e n a n t  t e n u r e ,  f a v o r a b l e  r en ts ,  
a n d  a b e n e f i c i a l  a l l o c a t io n  o f  r i s k s .16 T r a n s a c t i o n ,  m o n i t o r i n g ,  an d  c o n t r a c t i n g  
costs  must  be c o n s i d e r e d  w h e n  e x p l a i n i n g  the  lease a r r a n g e m e n t . 17
A, Ren t  Types
A c c o r d i n g  to R i n g  a n d  Dasso [I985J, r e t a i l  a n d  o f f i c e  leases  e x t e n d i n g  over  
one  (1) y e a r  or  m ore  a r c  l en g th y  d o c u m e n t s  w h ic h  c o n t a i n  m a n y  l a n d l o r d - t e n a n t  
c o v e n a n t s ,  c o n t i n g e n c i e s ,  a n d  o t h e r  spec ia l  p r o v is ions .  T h e  s t r a i g h t  or  f i x e d  lease 
is g e n e r a l l y  used in o f f i c e  leases. A s t r a i g h t  lease is an  a g r e e m e n t  r e q u i r i n g  f ix e d  
r e n t  to be p a id  p e r i o d i c a l l y  t h r o u g h o u t  the e n t i r e  l i f e  or  term.
U n l i k e  the  o f f i c e  lease, in w h i c h  the  r e n t a l  p a y m e n t  is u s u a l l y  f i x e d ,  the 
r e ta i l  lease can  r e q u i r e  a n y  of  s e v e ra l  p a y m e n t  m ethods .  H o w e v e r ,  the  p e r c e n ta g e
lsC o p e l a n d  a n d  Weston [1988] o b s e rv e  t h a t  t h e r e  ex is t  t h r e e  m a i n  types  of  
leases: o p e r a t i n g  (se rv ice) ,  sale a n d  lea se bac k ,  a n d  s t r i c t  f i n a n c i a l .  T h e  o p e r a t i n g  
lease is most  s im i l a r  to the  r e t a i l  space  lease because  the  l a n d l o r d  a g rees  to 
p r o v id e  space  a n d  the  cos ts  o f  m a i n t e n a n c e  o f  the  space  a r c  u s u a l ly  i n c l u d e d  in 
the  lease p a y m e n t .  A d d i t i o n a l l y ,  the  lease is e x e c u t e d  f o r  a l e ng th  o f  t im e  less 
t h a n  t h e  a s s e t ’s l i fe ,  so t h a t  the  p a y m e n t s  d o  not  f u l l y  a m o r t i z e  the  cost o f  the  
e q u i p m e n t .  T h e  lessor  r ec ove r s  hi s  i n v e s t m e n t  t h r o u g h  a s u b s e q u e n t  new  or 
r e n e w a l  lease or  by an  asset  sale.
16V an  H o r n e  [1983] c o m m e n t s  t h a t  t h e  lessor  a n d  lessee can  a d j u s t  the  
d e g r e e  o f  r isk he ld  by p a r t i c i p a n t s  via  v a r y i n g  the  t e r m  o f  the  lease a n d / o r  
i n c l u d i n g  o p t io n s  in the  c o n t r a c t .
17Scc S m i th  a n d  W a kcm a n  [1985],
9lease based  on  gross  sales  is the  most  c o m m o n . 18 T h e  p e r c e n ta g e  lease u sua l ly  
r e q u i r e s  a m i n i m u m  f i x e d  ren t  r a n g i n g  f r o m  f o r t y  to e i g h t y  p e r c e n t  o f  a m o u n t s  
c o n s id e r e d  f a i r  in r e l a t i o n  to  p r o p e r t y  v a lu e  a lo n g  w i t h  a p r e d e t e r m i n e d  
p e r c e n t a g e  o f  sales  r e n t  based  u p o n  s to re  t y p e  a n d  c l a s s i f i c a t i o n , 19 S p e c i f i c  
p e r c e n ta g e  r e n t  a m o u n t s  based  u p o n  s to re  t y p e  a n d  c l a s s i f i c a t i o n  h a v e  evo lved  
ove r  t h e  pas t  s evera l  d e c a d e s  a n d  h a v e  been a c c e p t e d  f o r  use by most  r e t a i l  
l a n d l o r d s . 30 T h e  p e r c e n ta g e  o f  sales  r e n t  m a y  r a n g e  f r o m  as  low as  tw o  p e r c e n t  o f  
gross  sales  f o r  d i s c o u n t  s tores  o r  s u p e r m a r k e t s  to as  h ig h  as  t en  p e r c e n t  fo r  
j e w e l r y  s tores.  At  the sales  b r e a k - p o i n t  p e r c e n t a g e  r e n t  is e q u a l  to f i x e d  or  base 
rent .  P e r c e n t a g e  ren t  on ly  becomes  p a y a b le  a f t e r  the  sales  b r e a k - p o i n t  o r  the 
c o n t r a c t u a l l y  a g re e d  m i n i m u m  t h r e s h o ld  a m o u n t  o f  sates  p e r  a n n u m  has  been 
a t t a i n e d .  T h u s ,  a base a n d  p e r c e n ta g e  r e n t  c o m b i n a t i o n  p r o v id e s  the  l a n d l o r d  
wi th  a s tab le  m i n i m u m  in co m e  a lo n g  w i t h  the  p o t e n t i a l  f o r  i n c r e a s e d  incom e as 
sales  v o l u m e  grows.
B, D o c u m en t 21
A lease is an  a g r e e m e n t  b e tw e e n  a lessor  (o w n e r )  o f  rea l  p r o p e r t y  a n d  a 
lessee ( t e n a n t )  t h a t  c o n v e y s  to t h e  lessee the  r i g h t  to use a n d  possess the  lessor 's
18T h c  A m e r i c a n  Bar  A ss o c ia t io n  [1987] o bse rve s  t h a t  p e r c e n t a g e  ren t  s hou ld  
be i d e a l ly  based  on a ne t  r e v e n u e  f i g u r e ,  bu t  t h a t  s h i r k i n g  a n d  o t h e r  o p p o r t u n i s t i c  
b e h a v i o r  p r o b le m s  a r i s e  w h e n  th e  l a n d l o r d  i n t r u d e s  i n to  t h e  t e n a n t ’s business .  
F u r t h e r m o r e ,  a c c o u n t i n g  d i f f i c u l t i e s  r e su l t  w h e n  d e t e r m i n i n g  ne t  income.  For  
these  reasons ,  gross  r e v e n u e  p e r c e n ta g e  r e n t  is a lm os t  u n i v e r s a l l y  used.  T h e  gross 
r e v e n u e  p e r c e n t a g e  ren t  r e f l ec t s  a n  a n t i c i p a t e d  s h a r e  o f  the  t e n a n t ’s p ro f i t s .
19R ing  a n d  Dasso [1985],
10T h e  U r b a n  L a n d  I n s t i t u t e  [1987] p u b l i s h e s  a v e r a g e  p e r c e n ta g e  r e n t s  by 
s h o p p i n g  c e n te r  c a t e g o ry  f o r  the  t h r e e  m a j o r  s to re  ty p es  a n d  o v e r  100 s tore  
c la s s i f i c a t io n s .
31Sec F r i e d m a n  [1983], G ib s o n ,  K a r p ,  a n d  K l a y m a n  [1983], a n d  Lusk  a n d  
F r e n c h  [1984] f o r  a t h o r o u g h  d i scuss ion  o f  leases  a n d  th e  law a s s o c i a te d  w i th  
leasing.
10
p r o p e r t y  fo r  a d e s i g n a t e d  t im e  p e r io d  in r e t u r n  f o r  f i n a n c i a l  c o n s i d e r a t i o n . 32 T h e  
t e rm s  o f  the  lease such  as  t e n a n c y  pe r iod ,  r e n t a l  p a y m e n t s ,  a d e s c r i p t i o n  o f  the  
s pace  to be r e n t e d ,  c o n t i n g e n c i e s  such  as o p t io n s  to r e n e w  a n d  lease c a n c e l l a t io n s ,  
c o v e n a n t s ,  a n d  o t h e r  s p e c i f i c  p r o v i s io n s  a g r e e d  to by th e  lessor  a n d  lessee are  
d e s c r i b e d  w i t h i n  a lease. T h u s ,  the  lease a r r a n g e m e n t  c o m b i n e s  a c o n v e y a n c e  o f  a 
p r o p e r t y  in te r e s t ,  w h i c h  c r e a te s  a l easeho ld  in te r e s t ,  a n d  a c o n t r a c t u a l  s t a t e m e n t  
o u t l i n i n g  the r ig h t s  a n d  o b l ig a t i o n s  o f  the  l a n d l o r d  a n d  the  t e n a n t  (e.g. the  
l a n d l o r d  is ob l iged  to p r o v i d e  space  w h i l e  t h e  t e n a n t  p a y s  rent) .  In d e t e r m i n i n g  
the  v a l i d i t y  o f  a lease, the  c o u r t s  a p p l y  the  ru le s  g o v e r n i n g  c o n t r a c t s .  T h e  
e s se n t i a l  e l e m e n t s  o f  a v a l id  c o n t r a c t  i n c l u d e  o f f e r  a n d  a c c e p t a n c e ,  c o n s i d e r a t i o n ,  
c a p a c i t y  to c o n t r a c t ,  a n d  legal ob jec t ives .
T h e  s t a t u t e  o f  f r a u d s  t y p i c a l l y  r e q u i r e s  t h a t  leases  c o v e r i n g  a p e r io d  o f  
t ime  g r e a t e r  t h a n  one  y ea r  m us t  be in w r i t i n g .  O r d i n a r i l y ,  a c o m m e r c i a l  or  o f f i c e
lease is f i l e d  f o r  p u b l i c  r ec o rd  in the  c o u n t y  in w h i c h  th e  p r o p e r t y  is s i t u a te d .
H o w e v e r ,  on ly  a m e m o r a n d u m  o f  the  lease is r e c o r d e d  in some  s ta t e s  in w h i c h
case the  t e r m s  o f  the  lease a r e  not  r e v e a le d ,  bu t  p u b l i c  no t i c e  is given.
C. S ta n d a r d  Terms
A s u f f i c i e n t  r e t a i l  a n d  o f f i c e  lease m a y  c o n t a i n  a n u m b e r  o f  s t a n d a r d  
t e rm s  a lo n g  w i th  s t a n d a r d  a n d  n o n - s t a n d a r d  p r o v i s i o n s .23 A c c o r d i n g  to P y h r r  a n d  
C o o p e r  [1982], s t a n d a r d  t e rm s  in c l u d e  a d e s c r i p t i o n  o f  the  space  to be leased ,  the
iaA c o m m e r c i a l  lease is a legal d o c u m e n t  t h a t  p r e s e n t s  the  c o n t r a c t u a l  
a r r a n g e m e n t  b e tw e e n  a lessor  w h o  owns  r e ta i l  or  o f f i c e  p r o p e r t y  a n d  a lessee w h o  
is a p r i v a t e  bus ines s  or  p r o fe s s io n a l  pe rson .  R e t a i l  leases  a r e  w r i t t e n  fo r  
m e r c h a n t s  such  as  r e t a i l  s tores ,  r e s t a u r a n t s ,  m ov ie  t h e a t e r s ,  a n d  gas  s ta t io ns .  
O f f i c e  leases  a r c  d r a w n  u p  f o r  o f f i c e  s pace  t h a t  is o c c u p ie d  by a c c o u n t a n t s ,  
a t t o r n e y s ,  a p p r a i s e r s ,  m o r t g a g e  c o m p a n i e s ,  a n d  o t h e r  p r o f e s s io n a l  i n d iv i d u a l s .
23PoI lack  [1970] o bse rve s  t h a t  d e v e lo p e r s  t ry  to k e e p  t h e i r  s to r e  a n d  o f f i c e  
leases  as  u n i f o r m  as  poss ib le  a n d  u s u a l ly  d e v e lo p  a l a n d l o r d - o r i e n t e d  fo rm .  
H o w e v e r ,  some  t e n a n t s  h a v e  t h e i r  ow n lease fo rm s ,  a n d  t h e i r  a b i l i t y  to use t h e i r  
ow n  f o r m s  is d e p e n d e n t  on the  les sor’s needs  a n d  th e  lessee’s d e s i r a b i l i t y  as 
t enan ts .
I [
o r i g i n a t i o n  d a t e  a n d  l e n g t h  o f  the  lease t e r m ,  the  r e n t a l  a g r e e m e n t  a n d  p a y m e n t  
p r o c e d u r e s ,  s p e c i f i c  r e q u i r e d  sales  r e p o r t s  (no t  a p p l i c a b l e  f o r  o f f i c e  leases),  the  
d e t e r m i n a t i o n  o f  r e s p o n s i b i l i t y  f o r  p a y m e n t  o f  u t i l i t y  bi lls,  r e p a i r s ,  i n s u r a n c e ,  a n d  
t ax  i nc reases ,  r e s t r i c t i o n s  on s u b - l e t t i n g  space,  s e c u r i t y  d e p o s i t  r e q u i r e m e n t s ,  
a r b i t r a t i o n  ru le s  r e g a r d i n g  th e  h a n d l i n g  o f  d i s a g r e e m e n t s  in l ieu o f  l i t ig a t io n ,  a n d  
d u t y  to p a y  f o r  c o m m o n  a re a  m a i n t e n a n c e  cha rges .
D. Provisions
Real  e s t a t e  leases  c o n t a i n  s t a n d a r d  a n d  n o n - s t a n d a r d  c o n t r a c t u a l  p ro v i s io n s  
such  as  c o v e n a n t s  a n d  c o n t i n g e n c i e s  w h i c h  can  a l l o w ,  r es t r i c t ,  o r  e x t e n d  the  use or 
t r a n s f e r  o f  p r o p e r t y  or  fu n d s .  C o n t r a c t u a l  p ro v i s io n s  can  be c o n s id e r e d  
c o n d i t i o n s  to the  lease or  t r a n s f e r  o f  assets .  C o n d i t i o n s  can  be e i t h e r  p r e c e d e n t ,  
c o n c u r r e n t ,  or  s u b s e q u e n t  to a va l id  c o n t r a c t . 24
A c o v e n a n t  is a c o n t r a c t u a l  p ro m is e  to p e r f o r m  a n  ac t  or  a c t i v i t y  or  no t  to 
p e r f o r m  a n  ac t  or  a c t i v i t y .  A b r e a c h  m a y  s u b je c t  the  d e f a u l t i n g  p a r t y  to 
d i s s o l u t i o n  o f  the  lease. C o v e n a n t s  o f t e n  r e s t r i c t  one  c o n t r a c t u a l  p a r t i c i p a n t  f r o m  
e n g a g in g  in s p e c i f i c  a c t i v i t i e s  t h a t  a r e  i n j u r i o u s  to t h e  o t h e r  p a r ty .  A c o n t r a c t u a l  
c o n t i n g e n c y  is u s u a l ly  a c o n d i t i o n  p r e c e d e n t  to a v a l id  c o n t r a c t  b u t  can  also be 
c o n s i d e r e d  a c o n d i t i o n  c o n c u r r e n t .  A c o n t i n g e n c y  is a p ro v i s io n  r e q u i r i n g  the 
c o m p l e t i o n  o f  a n  ac t  or  the  o c c u r r e n c e  o f  a p a r t i c u l a r  e v e n t  in o r d e r  f o r  a 
c o n t r a c t  or  a p r o v i s i o n  o f  a n  e x i s t i n g  c o n t r a c t  to be b in d in g .
C o n t r a c t u a l  p r o v i s io n s  suc h  as  c o v e n a n t s  a n d  c o n t i n g e n c i e s  a r e  n e g o t i a t e d  
by the  g r a n t o r  a n d  g r a n t e e  a n d  a r e  in se r t e d  w i t h i n  a c o n t r a c t .  T h u s ,  s t a n d a r d  
rea l  e s t a t e  c o n t r a c t s  can  h a v e  s i g n i f i c a n t  v a r i a t i o n s  because  o f  the  inc lu s ion  of  
m a n y  t y p e s  o f  n e g o t i a t e d  c o n t r a c t u a l  c o v e n a n t s  a n d  c o n t in g e n c i e s .  Fo r  e x a m p le ,
I4K r a t o v i l  a n d  W e rn e r  f 1983] i n d i c a t e  t h a t  c o n t r a c t u a l  c o n d i t i o n s ,  i n c l u d in g  
c o v e n a n t s  a n d  c o n t i n g e n c i e s ,  m a y  be e i t h e r  e x p re s s e d ,  im p l ie d  in f a c t ,  o r  im p l ied  
in law. H o w e v e r ,  it is poss ib le  t h a t  the  lessor  a n d  lessee m ay  d ev ise  an  
u n c o n d i t i o n a l  lease c o n t r a c t  to a l low  th e  p r o p e r t y  t r a n s f e r  to o c c u r  w i t h o u t  
c o n d i t io n s .
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in a r e t a i l  lease a g r e e m e n t ,  a c o v e n a n t  m a y  be a p r o v i s i o n  t h a t  r e s t r i c t s  a lessee 
f r o m  o p e r a t i n g  a n o t h e r  r e t a i l  o u t l e t  w i t h i n  a  c e r t a i n  d i s t a n c e  o f  a leased  loca t ion.
L Covenants
T h e  r ig h t s  a n d  o b l ig a t i o n s  o f  bo th  the  l a n d l o r d  a n d  the  t e n a n t  a re  
e x p re s s e d  in a w r i t t e n  lease. M a n y  o f  these  r ig h t s  a n d  o b l ig a t i o n s  m a y  be 
s t a n d a r d  lease p r o v is ions ,  bu t  a n u m b e r  o f  c o v e n a n t s ,  c o n t i n g e n c i e s ,  a n d  o th e r  
s pec ia l  lease c o n d i t i o n s  a r e  n e g o t i a t e d .  P y h r r  a n d  C o o p e r  [1982] e m p h a s i z e  t h a t  
lease c o v e n a n t s  a r e  o r i g i n a t e d  a n d  a c c o r d e d  by the  lessor  as a m ea ns  o f  c o n t r o l l i n g  
a n d  m a i n t a i n i n g  the  d e s i r e d  q u a l i t y  a n d  c h a r a c t e r  o f  a s h o p p in g  c e n te r  o r  o f f i c e  
b u i ld i n g .  Lease  c o v e n a n t s  a d d re s s  such  a re a s  as l a te  p a y m e n t  c ha rges ,  possess ion ,  
p r o p e r t y  i m p r o v e m e n t s  a n d  r e p a i r ,  a s s i g n m e n t ,  a n d  use o f  the  premises .
R e n t a l  p a y m e n t s  must  o c c u r  in a t im e ly  m a n n e r .  La te  p a y m e n t s  s u b je c t  the  
lessor  to i n c r e a s e d  r isk a n d  u n c e r t a i n t y .  C o v e n a n t s  i n s u r i n g  p r o m p t  r en ta l  
p a y m e n t s  such  as  l a te  p a y m e n t  c h a rg e s  a n d  s e c u r i t y  dep o s i t s  m ay  be a d v a n t a g e o u s  
to b o th  the  l a n d l o r d  a n d  the  t e n a n t ,  s ince  a n y  de c re a s e  in the  l a n d l o r d ’s 
m o n i t o r i n g  costs  s h o u ld  be r e f l e c t e d  in low er  ren t .
Leases  h a v e  the  im p l i e d  c o v e n a n t  t h a t  the  l a n d l o r d  wil l  c o n v e y  to the  
t e n a n t  possession o f  the  p r o p e r t y . 16 A l a n d l o r d  m us t  t r a n s f e r  possession to a 
t e n a n t  f o r  t h e  t e r m  o f  the  lease,  o n l y  sub je c t  to  lease c o n t i n g e n c i e s . 16 N e i t h e r  the  
l a n d l o r d  no r  t h e  t e n a n t  is e x p e c t e d  to  m a k e  a n y  i m p r o v e m e n t s  to the  p r o p e r t y  
un les s  r e q u i r e d  to  d o  so by the  lease.  H o w e v e r ,  a t e n a n t  m ay  be g r a n t e d  the  r igh t  
to in s ta l l  t r a d e  e q u i p m e n t  or f i x t u r e s  t h a t  a r c  ne c es sa ry  f o r  t h e  o p e r a t i o n  o f  his  
bus iness .  U n d e r  t h e  p r i n c i p l e  o f  c a v e a t  lessee, a lessor  is not  b o u n d  to m a k e  any
2 E
F or  a good  o v e r v i e w  of  the  m a n y  c o v e n a n t s ,  c o n t i n g e n c i e s ,  a n d  o th e r  
spec ia l  lease p r o v i s i o n s  c o n t a i n e d  in c o m m e r c i a l  leases  see S t a m b a u g h  [1978] a n d  
Epley  a n d  R a b i a n s k i  [1986].
In the  possession c o v e n a n t ,  a p ro v i s io n  is u s u a l l y  i n c l u d e d  w h ic h  assures  
the t e n a n t  t h a t  hi s  r i g h t  o f  possession wil l  s u r v i v e  a f o r e c lo s u r e  sale or a 
t e r m i n a t i o n  o f  a g r o u n d  lease. See Po l iak  [1970].
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r e p a i r s  to the  l ea sed  p remises .  H o w e v e r ,  the  tease u s u a l ly  a l low s  the  l a n d l o r d  to 
e n t e r  the  p r e m ise s  a f t e r  no t i c e  a n d  m a k e  n e c es s a ry  r e p a i r s  to c o m p l y  w i th  
g o v e r n m e n t a l  r e g u l a t i o n . 17 Also, the  t e n a n t  is no t  r e q u i r e d  to m a k e  r e p a i r s  b u t  is 
e x p e c t e d  to r e t u r n  the  l eased  s pace  in t h e  sam e  c o n d i t i o n  as  r ec e iv e d ,  w i th  
a l l o w a n c e s  f o r  o r d i n a r y  use. Most r e t a i l  a n d  o f f i c e  leases  p r o h i b i t  t h e  a s s ig n in g  
of  leases  in o r d e r  to a l l o w  the  l a n d l o r d  to r es t r i c t  the  e n t r y  o f  u n d e s i r a b l e  t ena n t s .  
T h e  use c o v e n a n t  is u sua l ly  n a r r o w  a n d  s p e c i f i c  a n d  ho lds  t h a t  the  t e n a n t  m ay  
on ly  use the  space  fo r  s p e c i f i c  p u r p o s e s  w h i c h  a r e  d e s i g n a t e d  in the  lease. O t h e r  
lease c o v e n a n t s  gov e rn  the  a m o u n t  o f  t e n a n t  l i a b i l i t y  i n s u r a n c e  r e q u i r e d ,  h o u r s  o f  
bus iness  o p e r a t i o n ,  s ig nage ,  type  a n d  q u a l i t y  o f  m e r c h a n d i s e ,  m e m b e r s h i p  a n d  
as ses sm en ts  f o r  m e r c h a n t  a s s o c i a t i o n s  (no t  a p p l i c a b l e  f o r  o f f i c e  leases),  a n d  use o f  
c o m m o n  a r e a s  suc h  as lobb ie s ,  p a r k i n g  a reas ,  s t a i r w a y s ,  a n d  s to ra ge  rooms.
2. Cont ingencies
N e g o t i a t e d  c o n t r a c t u a l  c o n t i n g e n c i e s  i n c l u d e  the  o p t io n  to r e n e w ,  lease 
d e f a u l t  c o n t i n g e n c i e s ,  a n d  the  l a n d l o r d ' s  r i g h t  to r e lo c a t e  a t e n a n t .  M a n y  leases 
c o n t a i n  a n  o p t io n  t h a t  a l low s  the  lessee the  r ig h t  bu t  no t  the  o b l i g a t i o n  to r ene w  
his  lease. T h e  o p t io n  to  r e n e w  r e q u i r e s  t h a t  t h e  lessee p r o v id e  no t i c e  on or  b e f o r e  
a s p e c i f i c  d a t e  o f  his  i n t e n t i o n  to e x e rc i s e  t h e  r e n e w a l  op t ion .  H o w e v e r ,  t h e r e  is 
no s e p a r a t e  n o t i c e  r e q u i r e m e n t  to t e r m i n a t e  a lease w i t h o u t  a r e n e w a l  o p t io n  w h e n  
it ex p i r e s ,  s in ce  a w r i t t e n  lease fo r  a s t i p u l a t e d  p e r io d  o f  t im e  s tops at  the  e n d  of  
t h a t  t im e  pe r iod .  When a t e n a n t  d e f a u l t s  on or  b r e a c h e s  a  lease p r o v is ion ,  a 
l a n d l o r d  m ay  sue to  r e s c in d  the  lease a n d  e v ic t  the  t e n a n t  t h r o u g h  c o u r t  
p ro c e e d in g s .  L ik e w ise ,  w hen  a l a n d l o r d  b r e a k s  a lease p r o v i s i o n ,  the  t e n a n t  is 
e n t i t l e d  to sue t h e  l a n d l o r d  to o b t a i n  a j u d g m e n t  to r e c o v e r  r e n t  p a i d  or  c u re  
d e f a u l t s .  T h e  p a r t i e s  to a lease can  m u t u a l l y  ag re e  to n u l l i f y  the  lease,  bu t  a
ty t j
Sta te  s t a t u t e s  r e g u l a t e  these  r ig h t s  a n d  o b l ig a t i o n s  i f  they  a re  not  
e x p l i c i t l y  w r i t t e n  in the  lease.
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t e n a n t  w h o  a b a n d o n s  l ea se d  p r o p e r t y  r e m a i n s  l i a b le  f o r  the  t e r m s  o f  t h e  lease,  
i n c l u d i n g  r e n t  p a y m e n t .
O f f i c e  leases  s o m e t im e s  c o n t a i n  t h e  c o n t i n g e n c y  k n o w n  as  t h e  l a n d l o r d ’s 
r i g h t  t o  r e l o c a t e  t h e  t e n a n t  w h i c h  a l l o w s  t h e  l a n d l o r d  to  m o v e  o f f i c e  t e n a n t s  in to  
a n e w  s p a c e  in  o r d e r  to  a c c o m m o d a t e  t h e  s p a t i a l  r e q u i r e m e n t s  o f  old a n d  n e w  
t e n a n t s .  H o w e v e r ,  it is u s u a l l y  s t i p u l a t e d  t h a t  t h e  n e w  s pace  m u s t  be s i m i l a r  to 
the  o r i g i n a l  o f f i c e  space ,  a n d  a n y  e x p e n se s  a s s o c i a t e d  w i t h  the  r e l o c a t i o n  m u s t  be 
p a i d  f o r  by  t h e  l a n d l o r d . 38 L a n d l o r d  r e n t a l  c o n c e s s io n s  d e p e n d  on  th e  o c c u r r e n c e  
o f  a p a r t i c u l a r  e v e n t  such  as t h e  l a n d l o r d ' s  f a i l u r e  to  h a v e  t h e  l eased  s pace  
f i n i s h e d  a n d  a v a i l a b l e  f o r  the  t e n a n t  o n  t ime.  O t h e r  n e g o t i a t e d  c o n t r a c t u a l  
c o n t i n g e n c i e s  c o n s i s t  o f  o v e r a g e  r e n t  f o r  sa le s  b e y o n d  a b r e a k p o i n t  a n d  lease 
c a n c e l l a t i o n  by  the  l a n d l o r d  o r  t e n a n t  f o r  low sa le s  or  h igh  s h o p p i n g  c e n t e r  or  
o f f i c e  b u i l d i n g  v a c a n c y .
V. P r i o r  R e l a t e d  R e s e a r c h
A. S h o p p i n g  Centers
A l t h o u g h  u r b a n  e c o n o m is t s ,  g e o g r a p h e r s ,  a n d  r ea l  e s t a t e  t h e o r i s t s  h a v e  
a n a l y z e d  s h o p p i n g  c e n t e r s ,  ve ry  l i t t l e  w o r k  ha s  b e e n  d o n e  on th e  e c o n o m i c s  o f  
s h o p p i n g  c e n t e r  l eases .39 T h i s  d i s s e r t a t i o n  b r e a k s  n e w  g r o u n d  b e c a u s e  it d e s c r i b e s  
a n d  tes t s  f o r  t h e  e c o n o m i c  i m p a c t  o f  c e r t a i n  r e t a i l  lease p r o v i s i o n s .  F i r s t ,  
h o w e v e r ,  a r e v i e w  o f  r e l a t e d  s h o p p i n g  c e n t e r  r e s e a r c h  wil l  a l l o w  b e t t e r  
c o m p r e h e n s i o n  o f  the  e c o n o m i c s  o f  t h e  lease f r o m  b o th  t h e  l a n d l o r d ’s a n d  t e n a n t ’s 
p e r s p e c t i v e s .  S p e c i f i c  issues  in s h o p p i n g  c e n t e r  r e s e a r c h  i n c l u d e  m o d e l s  o f
38F r i e d m a n  [1983]  in  his t r e a t i s e  on  leases  i n d i c a t e s  t h a t  c o u r t s  h a v e  h e ld  
t h e  l a n d l o r d ’s r i g h t  to r e l o c a t e  t h e  t e n a n t  to  be lega l  s inc e  it does  n o t  a b r o g a t e  the  
t e n a n t ’s r i g h t  o f  p r o p e r t y  use a n d  possess ion.
39Lee  [1987]  p r o v i d e s  a c o m p r e h e n s i v e  r e v i e w  o f  t h e  l i t e r a t u r e  on  s h o p p i n g  
c e n t e r s  c o n t a i n e d  in u r b a n  e c o n o m i c s ,  g e o g r a p h y ,  m a r k e t i n g ,  a n d  u r b a n  p l a n n i n g  
r e s e a rc h .
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s h o p p e r  b e h a v i o r ,  s h o p p i n g  c e n t e r  e x i s t e n c e  t h e o r i e s  such  as  c e n t r a l  p lace  an d  
a g g lo m e r a t i o n ,  r en t  d i f f e r e n t i a l s ,  m e r c h a n t  mix ,  s to re  lo c a t io n  m ode l s  w h ic h  
e m p l o y  reg re s s io n  a na ly s i s ,  a n d  the  im p a c t  o f  s h o p p i n g  c e n t e r  d e v e lo p m e n t .
I. Model s  o f  Shopper  Behavior
M odels  o f  s h o p p e r  b e h a v i o r  a r e  i m p o r t a n t  b e c au s e  they  p e r m i t  im p r o v e d  
u n d e r s t a n d i n g  o f  the  d e m a n d  s ide  o f  the  s h o p p i n g  c e n te r  s u p p l y - d c m a n d  
e q u i l i b r i u m .  M ode ls  o f  s h o p p e r  b e h a v i o r  a r e  based  u p o n  th e  a s s u m p t io n  th a t  
s h o p p e r s  a r c  u t i l i t y  m a x i m i z e r s  o r  cost  m in im iz c r s .
A l t h o u g h  p u r c h a s e r s  u s u a l ly  p r e f e r  b u y i n g  a t  the  closest  s to re  in o r d e r  to 
m i n i m i z e  t r a v e l  t im e ,  one - s to p  s h o p p i n g  p r o v i d e d  by s h o p p i n g  c e n te r s  may  be 
m ore  f a v o r a b l e  b e c au s e  it  a l low s  f o r  d i f f e r e n t  ty p es  of  m e r c h a n d i s e  to be 
p u r c h a s e d  on the  same  t rip .  T h i s  m a x i m i z e s  s h o p p e r  u t i l i t y  or  m in i m i z e s  ove ra l l  
s h o p p in g  costs.  T h u s ,  to r e d u c e  the  cost o f  t im e  lost to s e a r c h in g  a n d  t r a v e l l in g ,  
b u y e r s  vi s i t  a g g l o m e r a t e d  s to res  or  s h o p p in g  c e n te r s  to p u r c h a s e  d i f f e r e n t  types  of  
m e r c h a n d i s e  f r o m  d i f f e r e n t  m e r c h a n t s  on one  t r ip .  T h e r e f o r e ,  s h o p p e r s  may 
bypass  n e a r b y  i n d i v i d u a l  s to res  in f a v o r  o f  d i s t a n t  s h o p p in g  c e n te r s  to save 
v a l u a b l e  t im e  a n d  b e n e f i t  f r o m  in c r e a s e d  m e r c h a n d i s e  select ion .
E m p i r i c a l  s t u d i e s  suc h  as  O 'K c l l y ' s  [1981] i n v e s t i g a t io n  p r o v i d e  e v id e n c e  
t h a t  a p p r o x i m a t e l y  30-50 p e r c e n t  o f  all s h o p p in g  t r i p s  a r c  f o r  m u l t i p l e  pu rchases .  
H o w e v e r ,  a p r o b l e m  w i th  most  s tu d i e s  o f  c o n s u m e r  m u l t i - p u r p o s e  s h o p p in g  
b e h a v i o r  is t h a t  they  do  not  h a v e  a model  w h i c h  r e f l ec t s  r a t i o n a l  h u m a n  be ha v io r .  
In a n  a t t e m p t  to solve th is  p r o b le m ,  N a r u l a ,  H o r o w i t z ,  a n d  L e n t n c k  [1983a]  a n d  
In g cn e  [1984] show  t h a t  m u l t i p u r p o s e  s h o p p i n g  is a r a t i o n a l  c o n s u m e r  b e h a v io r  
be c ause  it  r e d u c e s  t r a ve l  t im e  a n d  s h o p p in g  costs.
2. Reasons  f o r  S h opp ing  Center  Ex i s t ence
C e n t r a l  p lace  t h e o r y  a n d  a g g l o m e r a t i o n  e c o n o m ics  h a v e  been  e m p l o y e d  by 
e c o n o m ic  r e s e a r c h e r s  to a c c o u n t  f o r  the  e x i s t e n c e  o f  s h o p p in g  cen te rs .  In e a r ly
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r e s e a rc h ,  c e n t r a l  p l ac e  t h e o r y  w a s  used  to r a t i o n a l i z e  w h y  s h o p p i n g  c e n te r s  w ere  
s u p p l i e d .  T r a d i t i o n a l  c e n t r a l  p lace  t h e o r y  s t r essed  t h a t  s h o p p e r s  v i s i t ed  the 
n e a r e s t  s to re .  H o w e v e r ,  a g g l o m e r a t i o n  t h e o r i e s  d e v e l o p e d  a f t e r  r e s e a rc h e r s  
r e a l i z e d  t h a t  s h o p p e rs  m a d e  a g r e a t e r  n u m b e r  o f  vis i t s  to l a r g e r  s h o p p in g  cente rs .  
T h e  l a r g e r  c e n t e r s  h a d  a g r e a t e r  a g g lo m e r a t io n  o f  s to ic s  w i th  m ore  m e r c h a n d i s e  
c ho ice  f o r  the  shoppers .
/ .  Centra l  Place Theory
C e n t r a l  p l ac e  t h e o r y  is a n o r m a t i v e  m odel  w h i c h  a c c o u n t s  f o r  the  spa t i a l  
d i s t r i b u t i o n s  o f  r e t a i l  f a c i l i t i e s  a n d  m a r k e t  areas .  C e n t r a l  p l ac e  t h e o r y  ho ld s  t h a t  
se l le rs  c r e a t e  smal l  d i s p e r s e d  m o n o p o l i e s  because  p u r c h a s e r s  shop  a t  the  closest  
s h o p p i n g  cen te r .  A l t h o u g h  e a r ly  s p a t i a l  t h e o r i s t s  such  as  Losch  (1954]  d e v e lo p e d  
m odels  f o r  s h o p p in g  c e n t e r  e x i s t e n c e  based  upon  a g e o m e t r i c  l o c a t io n a l  t h e o r e m ,  
r e c e n t  m o d e l s  i n c l u d e  c o m p e t i t i o n  f r o m  o t h e r  r e t a i l  f i r m s  a n d  seem to b e t t e r  
e x p l a i n  r e t a i l  loca t ion .  G h o s h  [1983] c o n t e n d s  t h a t  s u r v i v i n g  r e t a i l  o u t l e t s  a re  
p o s i t i o n e d  in s t r a t e g i c  s ites w h i c h  lessens t h e  a b i l i t y  o f  c o m p e t i t i o n  to en te r .  
H o w e v e r ,  G h o s h  a n d  C r a i g  [1984]  no te  t h a t  new s to res  m a y  f i n d  loca t ions  t h a t  a re  
b e t t e r  a d a p t e d  to c h a n g i n g  m a r k e t  co n d i t io n s .  
it. Agg lomera t ion
S h o p p e r s  p r e f e r  l a r g e r  s h o p p in g  c e n te r s  o v e r  s m a l l e r  s h o p p i n g  c en te rs  
b e c au s e  s to re  d i v e r s i t y  i m p r o v e s  m u l t i p u r p o s e  s h o p p in g .  A g g l o m e r a t e d  or 
c lu s t e r e d  r e t a i l  s to res  r e d u c e  s h o p p in g  t im e  a n d  costs  t h r o u g h  d e c r e a s e d  t r a v e l  an d  
se a rc h  e f f o r t s .  E a t o n  a n d  L ip s ey  [1981] obs e rv e  t h a t  l o c a t io n a l  c lu s t e r i n g  
f a c i l i t a t e s  c o m p a r i s o n  s h o p p in g  by  c u s to m e rs  a lo n g  w i th  i n f o r m a t i o n  e x c h a n g e  
be tw e e n  c o m p e t i t o r s .  B u c k l in  [1967]  e m p h a s i z e s  t h a t  s h o p p in g  c e n t e r s  a s s im i la te  
d i f f e r e n t  r e t a i l e r s  be c ause  they  p r o v i d e  m ore  a t t r a c t i v e  s h o p p in g  t h r o u g h  an 
i n c r e a s e d  s e lec t ion  o f  m e r c h a n d i s e .  T h u s ,  s to re  c l u s t e r i n g  t h r o u g h  s h o p p in g  
c e n t e r s  a l l o w s  f o r  b e t t e r  m e r c h a n d i s e  s e lec t ion ,  d e c r e a s e d  t r a v e l  costs ,  a n d  lower
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p r ic e s  ( t h r o u g h  in c r e a s e d  c o m p e t i t i o n ) .  T h e s e  s h o p p i n g  c e n t e r  b e n e f i t s  t r a n s l a t e  
i n to  a p o s i t i v e  e c o n o m i c  e x t e r n a l i t y .  R e n t  d i f f e r e n t i a l s  b e tw e e n  b ig  a n d  l i t t le  
s h o p p i n g  c e n te r s  a n d  a m o n g  m e r c h a n t s  m ay  r e s u l t  f r o m  th i s  e x t e r n a l i t y .
Re n t  D i f f e r e n t ia l s
Since  l a r g e r  s h o p p in g  c e n te r s  a t t r a c t  m ore  s h o p p e r s  t h a n  s m a l l e r  cen te rs ,  
h i g h e r  r e n t s  s h o u ld  resu l t  a t  l a r g e r  cen te rs .  E a t o n  a n d  L ipsey  [1982] a n d  M ul l ig an  
[1983] f i n d  t h a t  m e r c h a n t s  in l a rge  c e n t e r s  h a v e  a  c o m p e t i t i v e  a d v a n t a g e  ove r  
small  c e n t e r  m e r c h a n t s  because  o f  an  in c r e a s e d  n u m b e r  o f  m u l t i p u r p o s e  shoppe rs .  
G h o s h  [1986] shows  th a t  the  m a jo r  b e n e f i t  o f  m u l t i p u r p o s e  s h o p p i n g  goes to 
l a n d l o r d s  a n d  low o r d e r  re ta i l e rs .
L a n d l o r d s  a n d  t e n a n t s  a r e  a w a r e  o f  the  v a l u a b l e  e c o n o m i c  e x t e r n a l i t y  
a s so c i a te d  w i t h  s h o p p in g  c e n te r  c u s to m e r  t r a f f i c .  H o w e v e r ,  not  all m e r c h a n t s  pa y  
e q u a l l y  w h e n  it comes to c o m p e n s a t i n g  the  o w n e r  f o r  spa ce  use. S ince  s tore  
c lu s t e r i n g  is e sp e c i a l l y  b e n e f i c i a l  to a low o r d e r  r e t a i l e r  or  s h o p p e r  t r a f f i c  
e x p lo i t e r  (e.g. j e w e l r y  s to re) ,  t h e  h ig h  o r d e r  s to re  or s h o p p e r  t r a f f i c  g e n e r a t o r  (e.g. 
s u p e r m a r k e t )  m a y  r e q u e s t  a s h a r e  o f  t h e  c r e a t e d  p o s i t i v e  e x t e r n a l i t y .  S h o p p in g  
c e n t e r  o w n e r s  o f t e n  p r o v i d e  s id e  p a y m e n t s  in t h e  f o r m  o f  r e n t a l  d i s c o u n t s  to 
t r a f f i c  g e n e ra to r s .  T h u s ,  the b e n e f i t s  o f  c l u s t e r i n g  t h a t  a c c r u e s  to lower  o r d e r  
s to res  r e t u r n s  to t h e  h ig h  o r d e r  s to res  via r e n t a l  s u b s id i e s .50 H o w e v e r ,  m e r c h a n t  
mix can  a lso  a f f e c t  r en t  levels.
4. Merchant  M ix
R e n t  l eve ls  a n d  m e r c h a n t  mix  a r e  i n t e r r e l a t e d .  T h e  a m o u n t  o f  r en t  
c h a r g e d  d e t e r m i n e s  the  type  o f  t e n a n t  t h a t  will  l o ca te  in a c e n te r .  T e n a n t  type  
will  a f f e c t  the  t e n a n t  mix  w h i c h  t h e n  will  i n f l u e n c e  the  s h o p p in g  c e n t e r  ren ta l  
income.  H o w e v e r ,  the  d e v e lo p e r  a n d  the  m e r c h a n t  h a v e  c o n f l i c t s  o f  i n t e r e s t  when  
d e t e r m i n i n g  t e n a n t  mix. C A L U S  [1975] e x p l a i n s  ho w  the  l a n d l o r d  w a n t s  to
^ G h o s h  [1986]  d e t e r m i n e s  th is  level o f  c l u s t e r i n g  b e n e f i t .
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m a x i m i z e  r e n t a l  i n co m e  f r o m  th e  e n t i r e  s h o p p in g  c e n te r  a n d  has  a n  in te r e s t  in an  
i n d i v i d u a l  s to re 's  success  on ly  as a  c o n t r i b u t o r  to the  o v e ra l l  s h o p p i n g  c e n te r  
r e n t a l  incom e.  In c o n t r a s t ,  t h e  t e n a n t  is v e ry  c o n c e r n e d  a b o u t  hi s  o w n  sales  a n d  
his i n t e r e s t  in the  o v e ra l l  s h o p p in g  c e n t e r  sales  is r e l a t e d  to h o w  it wil l  a f f e c t  his 
s to r e ’s sales. N e v e r th e le s s ,  t h e r e  is some m id d l e  g r o u n d  in t h a t  bo th  the  l a n d l o r d  
a n d  the  m e r c h a n t  have  m u tu a l  i n c e n t iv e s  to p r o m o t e  s h o p p in g  c e n te r  t r a f f i c  
w h i c h  can  lead  to h i g h e r  i n d i v i d u a l  m e r c h a n t  a n d  o v e ra l l  c e n t e r  sales. Yet ,  the  
o w n e r  can  a l low  tw o  ve ry  s im i l a r  s to res  in the  s am e  c e n te r  m u c h  to the  d i s t r e s s  o f  
the  o r ig i n a l  m e r c h a n t .
R e s t r i c t i v e  c o v e n a n t s  p r e v e n t i n g  e n t r y  o f  s im i l a r  s to res  a n d ,  thus ,  t h e  level  
o f  p r i c e  c o m p e t i t i o n  a rc  so m e t im e s  f o u n d  in r e t a i l  leases. G h o s h  [1986J d isc loses  
t h a t  t h e  poss ib i l i ty  o f  a d d i t i o n a l  c o m p e t i t i o n  f r o m  s i m i l a r  s to res  w i t h in  a 
s h o p p in g  c e n t e r  s h o u ld  a f f e c t  a t e n a n t ’s r en t .  T h e s e  r e s t r i c t i v e  c o v e n a n t s  shou ld  
i n c r e a s e  t e n a n t  r e n t  be c ause  the  d e v e l o p e r  w o u ld  w a n t  to s h a r e  in the  m e r c h a n t ’s 
m onopo ly .
T h e  n u m b e r  o f  a n c h o r  t e n a n t s  a lso  i n f l u e n c e s  o v e ra l l  c e n t e r  sa les  a n d  
success . C A L U S  [1975] f i n d s  t h a t  the  a m o u n t  o f  a n c h o r  space  to o v e ra l l  r en t a l  
space  will  a f f e c t  the  v i a b i l i t y  o f  a s h o p p in g  c e n t e r  a n d  r e n t a l  income.  F u r t h e r ,  
the  s e le c t i o n  o f  m a jo r  t e n a n t s  d e f i n e s  the  f o c u s  o f  the  s h o p p in g  cen te r .  O t h e r  
r e s e a rc h e r s ,  such  as  A n d e r s o n  [1985], p r o v id e  a d d i t i o n a l  s u p p o r t  f o r  a n c h o r  s tores  
s e r v i n g  an u n i q u e  role  in s h o p p in g  cente rs .
A n d e r s o n  in v e s t i g a t e s  the  r e l a t i o n s h i p  b e tw e e n  the  p e r f o r m a n c e  o f  a 
n o n a n c h o r  s p e c i a l t y  c h a i n ’s s to re  a n d  the  n u m b e r  o f  a n c h o r  s to res  in a s h o p p in g  
c en te r .  A n c h o r  s to re s  g e n e r a t e  c o n s u m e r  t r a f f i c .  N o n a n c h o r  s to res  c o u n t  on the 
c o n s u m e r  t r a f f i c  p r o d u c e d  by a n c h o r  s to res  a n d  the  s h o p p i n g  c e n t e r ’s ove ra l l  
m a r k e t i n g .  A n d e r s o n  f i n d s  t h a t  a n o n a n c h o r  s p e c i a l t y  c h a i n  s to r e ’s p r o f i t  pe r  
s q u a r e  fo o t  is a f u n c t i o n  o f  the n u m b e r  o f  a n c h o r s ,  w i th  or  w i t h o u t  Sears  (p e r h a p s
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the  g r e a t e s t  a n c h o r  o f  t h e m  al l) ,  s to re  d e s ign ,  w i th  or  w i t h o u t  P e n n e y ’s ( a n o t h e r  
m a j o r  a n c h o r ) ,  a n d  the  n u m b e r  o f  n o n - a n c h o r  s tores.  A n d e r s o n  c o n c lu d e s  t h a t  a 
c h a i n  s to re  s i t u a t e d  in a  s h o p p in g  c e n te r  w i th  m a n y  a n c h o r  s to res  a n d  r e l a t i v e ly  
f e w  n o n a n c h o r  s to res  has  g r e a t e r  p r o f i t  p e r  s q u a r e  f o o t  a n d  h i g h e r  rent .
5. Store Locat ion Models
Sto re  lo c a t io n  r eg re s s ion  models  u s u a l ly  h a v e  s to re  p e r f o r m a n c e  as  a 
d e p e n d e n t  v a r i a b l e ,  a n d  loca t ion ,  s p a t i a l  a t t r i b u t e s ,  m a r k e t  c h a r a c t e r i s t i c s ,  
m e r c h a n d i s e  p r ice ,  a n d  c o m p e t i t i o n  as  i n d e p e n d e n t  va r i a b le s .  T h e  reg re ss ion  
m odels  t h a t  h a v e  been d e v e lo p e d  h a v e  g e n e r a t e d  c o n f l i c t i n g  resul ts .  L o rd  a n d  
L y n d s  [1981] s h o w  th a t  a s to r e ’s p e r f o r m a n c e  inc reases  w i th  d i s t a n c e  f r o m  a 
c o m p e t i t o r ,  w h i l e  o t h e r s  o b s e rv e  b e t t e r  m e r c h a n t  p e r f o r m a n c e  w i t h  s to re s  l oca ted  
ne a rb y .  H o w e v e r ,  these s tu d i e s  do  not  i n c l u d e  s p e c i f i c  lease i n f o r m a t i o n .
6. The Impac t  o f  Shopping Center Development
M u n i c i p a l  g o v e r n m e n t s ,  de v e lo p e rs ,  m e r c h a n t s ,  a n d  r e s e a r c h e r s  h a v e  been 
c o n c e r n e d  a b o u t  the  e n v i r o n m e n t a l ,  social ,  a nd  e c o n o m i c  i m p a c t s  o f  s h o p p in g  
c e n te r s  on  local  g o v e r n m e n t a l  se rv ices ,  c o n s u m e r s ,  a n d  p r e - e x i s t i n g  r e t a i l e r s .31 
R oge r s  [1979] r e p o r t s  c h a n g e s  in s h o p p in g  p a t t e r n s ,  c o n s u m e r  costs  a n d  b e n e f i t s ,  
m e r c h a n t  c o m p e t i t i o n ,  t r a f f i c  f lo w s ,  a n d  t r a v e l  p a t t e r n s  a r i s i n g  f r o m  new  re ta i l  
d e v e lo p m e n t s .  A l e x a n d e r  a n d  D a w so n  (1979]  f i n d  t h a t  new  s h o p p in g  c en te rs  
i n c re as e  e m p l o y m e n t  in t h e  local c o m m u n i t y .  T h e i r  re su l t s  i n d i c a t e  t h a t  f lo o r  
spa ce  p e r  w o r k e r  is p o s i t i v e ly  r e l a t e d  to s to re  s ize a n d  is g r e a t e s t  in small  
s h o p p i n g  cente rs .
31Lee [1987] o bse rve s  t h a t  t h e r e  ex is t  v a r i e d  i n te r e s t s  a m o n g  the  bus iness  
a n d  g o v e r n m e n t a l  p a r t i c i p a n t s  in v o lv e d  in t h e  s h o p p i n g  c e n t e r  d e v e l o p m e n t  
process .  When a d e v e l o p e r  a t t e m p t s  to c o n s t r u c t  a n e w  s h o p p in g  c e n te r ,  he m ay  
c o n f r o n t  c e r t a i n  bus ine s s  g r o u p s  w h o  w a n t  to p r o t e c t  e x i s t i n g  s h o p p i n g  a re a s ,  c i ty  
p l a n n e r s  t h a t  a d d r e s s  the  t r a f f i c  p r o b le m s  a n d  se rv i c e  e x p e n d i t u r e s  a s soc ia te d  
w i th  new c e n te r s ,  a n d  a local g o v e r n m e n t  t h a t  w a n t s  t h e  a d d i t i o n a l  t ax  a n d  
e m p l o y m e n t  base.
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S h o p p i n g  ce n te r s  o f t e n  r e p l a c e  d o w n t o w n  a r e a s  to  the  d i s m a y  of  e x i s t in g  
d o w n t o w n  s to res  a n d  local  g o v e rn m e n ts .  B enn i son  a n d  D a v ie s  [1980]  p o i n t  ou t  
t h a t  m e r c h a n t s  o f t e n  r e l o c a t e  f r o m  to w n  c e n te r s  to  n e w  s h o p p i n g  a reas ,  a nd  
t h e r e f o r e  t h e  n u m b e r  o f  e x i s t i n g  to w n  c e n t e r  bus inesses  decreases .  A l t h o u g h  new 
s h o p p i n g  c e n te r s  c r e a te  a d d i t i o n a l  n e e d s  f o r  m u n i c i p a l  i m p r o v e m e n t s  such  as 
i n c r e a s e d  t r a f f i c  c on t ro l ,  sewage ,  w a t e r ,  a n d  r o a d s  a n d  s e rv ic es  such  as  f i r e  a n d  
po l ic e  p r o t e c t i o n ,  they  also g e n e r a t e  g r e a t e r  m u n i c i p a l  r e v e n u e s  t h r o u g h  sales  a n d  
rea l  p r o p e r t y  taxes .
7, Sum m ary
S h o p p i n g  c e n te r s  c r e a t e  a v a l u e d  e x t e r n a l i t y  t h r o u g h  the  g r o u p i n g  o f  r e t a i l  
s tores .  T h e  v a lu e d  e x t e r n a l i t y  is m u l t i p u r p o s e  a n d  c o m p a r i s o n  shop p in g .  
D e v e l o p e r s / l a n d l o r d s  select  t e n a n t  m ix e s  a n d  p lan  s to re  l o c a t io n s  so as to 
m a x i m i z e  the  e x t e r n a l i t y .
B. O f f i c e  Markets
F i r s t  o f  the  t h r e e  h i s to r i c  b r a n c h e s  o f  o f f i c e  m a r k e t  r e s e a rc h  is an 
i n v e s t i g a t io n  in to  the  s p a t i a l  p a t t e r n s  o f  o f f i c e  e m p l o y m e n t . 35 Second ,  h e d o n ic
m o d e l in g  is a p p l i e d  to b e t t e r  u n d e r s t a n d  the  d e t e r m i n a n t s  o f  o f f i c e  rents .  A t h i r d
b r a n c h  c o n c e r n s  a n  e x a m i n a t i o n  o f  o f f i c e  m a r k e t  cycles  a n d  the  f o r e c a s t i n g  o f  
c h a n g e s  in s u p p ly  an d  d e m a n d  f o r  o f f i c e  space.
!. Spa t ia l  Research on O f f i c e  Employment
S pa t ia l  l ay o u t s  o f  o f f i c e  e m p l o y m e n t  h a v e  been  r e s e a r c h e d  by g e o g r a p h e r s  
in o r d e r  to g a in  u n d e r s t a n d i n g  a b o u t  h o w  o f f i c e  m a r k e t s  a r e  a f f e c t e d  by r e l a t i v e  
e m p l o y m e n t  loca t ion.  T h e  o p p o r t u n i t y  f o r  a v a r i e ty  o f  f a c c - to - f a c c  m e e t in g s  has 
been  o f f e r e d  by re s e a rc h e rs  as  the  s t r o n g e s t  r a t i o n a l e  f o r  o f f i c e  s pace  c lu s t e r i n g  
a n d  the  e x i s t e n c e  o f  c e n t r a l  bus in ess  d i s t r i c t s  (C B D ’s). Wabe [1966] o b s e rv e s  tha t
3aC l a p p  [1985] p r o v id e s  a t h o u g h t f u l  r e v i e w  o f  these  a r e a s  o f  o f f i c e  m a r k e t  
re sea rch .
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o f f i c e  lo c a t io n  in a C B D  f a c i l i t a t e s  p r o fe s s io n a l  i n t e r a c t i o n s ,  i n c l u d i n g  m ee t in g s  
w i t h  b u s in e s s  peop le  f r o m  o u t s i d e  o f  the  a r e a .  T h o r n g r e n  [1970] r ep o r t s  t h a t  
e x e c u t iv e s  need  to i n t e r a c t  w i th  a w ide  v a r i e t y  o f  peop le  a n d  se rv ices  a n d  th is  is 
a c h i e v a b l e  in a c e n t r a l  o f f i c e  a re a .  Long ,  Witte,  T a u c h e n ,  a n d  A r c h e r  [1984] 
em p loy  th e  des i re  f o r  f a c c - t o - f a c c  i n t e r a c t i o n s  as a f o u n d a t i o n  f o r  c r e a t i n g  a 
t h e o r e t i c a l  model  o f  s p a t i a l  use. T h e i r  f i n d i n g s  i n d i c a t e  t h a t  o f f i c e  loca t io n s  a re  
pos i t ive ly  r e l a t e d  to the a b i l i t y  o f  p r o fe s s io n a l  em p loyees  to c o n d u c t  f a c e - to - f a c e  
m ee t ings ,  a v a i l a b l e  a m e n i t i e s ,  p ro v i s io n  o f  bus  se rv ice ,  a n d  f i r e  a n d  pol ice  
p r o t e c t i o n ,  bu t  a r e  n e g a t i v e l y  a s s o c i a te d  w i th  p r o p e r t y  taxes  a n d  t r a f f i c  
c onge s t ion .
In a d d i t i o n  to f a c i l i t a t i n g  f a c e - to - f a c e  m ee t ings ,  e x t e r n a l  e c o n o m ie s  can  
em e rge  f r o m  the c e n t r a l i z a t i o n  o f  m a n y  e x p e r i e n c e d  w o r k e r s  a n d  the  a v a i l a b i l i t y  
o f  a w i d e  v a r i e ty  o f  se rvices .  R o b b i n s  a n d  T c r l c c k j  [1960] c o m m e n t  t h a t  e x t e r n a l  
e c o n o m ic s  come f r o m  the  ac ce s s ib i l i t y  o f  a w ide  v a r i e ty  o f  s p e c i a l i z ed  serv ices  
t h a t  a re  c o n c e n t r a t e d  in m e t r o p o l i t a n  o f f i c e  a r e a s  a n d  c e n t r a l  c i t ies .  B u r n s  [1977] 
a lso  o bse rve s  t h a t  a d i v e r s i t y  o f  s p e c i a l i z e d  se rv ices  a re  o b t a i n a b l e  in c e n t r a l  
c i t i e s  a n d  th i s  g ives  r ise to o f f i c e  spa ce  d e m a n d .
H o w e v e r ,  s u b u r b a n  o f f i c e  m a r k e t s  d o  h a v e  some  a d v a n t a g e s .  Bu rns  po in t s  
ou t  th a t  s u b u r b a n  o f f i c e  m a r k e t s  o f f e r  b e t t e r  access  to less cos t ly  c le r ica l  w o r k e r s  
a n d  r e d u c e d  c o m m u t i n g  t ime.  Wabc [1966] f i n d s  e v id e n c e  to suggest  t h a t  o f f i c e  
w o r k e r  cos ts  a rc  low er  in the  s u bu rbs .  Wabc a lso  revea ls  t h a t  t u r n o v e r  f o r  o f f i c e  
jobs  m a y  be less I r c q u c n t  w h e n  the costs  o f  pe r s o n a l  c o m m u t i n g  dec rease .  C l a p p  
[1980]  a n d  ArchcT [1981] e m p i r i c a l l y  obs e rv e  t h a t  C B D  o f f i c e s  r e loca te  to the  
s u b u rb s .  H o w e v e r ,  Pye [1977], C ode  [1983], a n d  C l a p p  [1983]  s t ress  t h a t  r en t  
d i f f e r e n t i a l s  b e tw e e n  c e n t r a l  a n d  s u b u r b a n  o f f i c e  m a r k e t s  m u s t  be l a rg e  e n o u g h  
to  j u s t i f y  r e lo c a t io n  to the  s u bu rbs .
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2. Hedonic O f f i c e  Rem  Studies
O f f i c e  r e n t  h e d o n i c  s tu d i e s  t y p i c a l l y  e m p l o y  R o s e n ’s [1974]  t h e o r y  to  show  
t h a t  s t r u c t u r a l  a n d  l o c a t io n a l  c h a r a c t e r i s t i c s  a f f e c t  r e n t . 55 T h e  f i r s t  h e d o n ic  
o f f i c e  r e n t  s t u d y  was  d o n e  by C l a p p  [1980]. U s ing  a s a m p le  o f  105 o f f i c e  
b u i l d i n g s  in Los Ange les ,  C l a p p  f i n d s  t h a t  t h e r e  is a n  i m p l i e d  t r a d e o f f  b e tw e e n  
l o w e r  r e n t s  a n d  f a c e - t o - f a c e  bus in ess  c o n ta c t s .  R e n t a l  c h a r g e s  d e c l i n e  as  d i s t a n c e  
f r o m  the  C B D  increases ,  bu t  t h e r e  is a lso a c o r r e s p o n d i n g  de c re a s e  in the 
o p p o r t u n i t y  f o r  f a c c - to - f a c c  e n c o u n t e r s  b e tw e e n  bus in ess  pe r sons  s in ce  the  d e n s i t y  
o f  l a n d  use dec l ines .  H o w e v e r ,  s u b u r b a n  o f f i c e  a r e a s  m ay  p e r m i t  e n o u g h  f acc - to -  
f a c c  m e e t in g s  to se rve  as  a r e p l a c e m e n t  f o r  a CBD. O t h e r  o f f i c e  r e n t  h e d o n ic  
s tu d i e s  h a v e  e x a m i n e d  the  e f f e c t s  o f  p r o p e r t y  taxes ,  q u a l i t y  o f  a r c h i t e c t u r e ,  a n d  
C B D  lo c a t io n  on n o m i n a l  ren t .
W he a ton  [1983] i n v e s t ig a t e s  w h e t h e r  or  no t  o w n e r s  o f  o f f i c e  s t r u c t u r e s  
c a p i t a l i z e  p r o p e r t y  t ax e s  in to  r e n t a l  rates.  U t i l i z i n g  d a t a  c o l l e c te d  f r o m  o f f i c e  
l e a s ing  a g e n t s  in Boston ,  he shows  t h a t  p r o p e r t y  tax ,  b u i l d i n g  size in s q u a r e  fee t ,  
a n d  n u m b e r  o f  f loo rs  h a v e  a p o s i t i v e  a f f e c t  on r e n t ,  w h i l e  b u i l d i n g  age  i n f l u e n c e s  
r e n t  n e g a t iv e ly .
H o u g h  a n d  K r a t z  [1983] e x a m i n e  the  e f f e c t  o f  q u a l i t y  b u i l d i n g  a r c h i t e c t u r e  
on o f f i c e  r e n t  t h r o u g h  a h e d o n ic  e q u a t i o n .  E m p l o y i n g  the  a v e r a g e  d o l l a r  r e n t  fo r  
o f f i c e  spa ce  as  a d e p e n d e n t  v a r i a b l e ,  they  show th a t  a p r o x y  f o r  h ig h  q u a l i t y  
a r c h i t e c t u r e  ha s  a s i g n i f i c a n t l y  pos i t ive  c o e f f i c i e n t .
B r e n n a n ,  C a n n a d a y ,  a n d  Colwel l  (BCC) [ 1984] d e v e l o p  a n  e x p l a n a t o r y  r en t  
m ode l  f o r  t h e  C h i c a g o  CBD. In t h e i r  h e d o n ic  a n a ly s i s ,  BCC e m p l o y  r igo rous  
e m p i r i c a l  m e th o d o lo g y .  T h e y  use a Box-Cox t r a n s f o r m a t i o n  to se lec t  the  best
■ a
R osen  [1974]  e x p l a i n s  how a m a r k e t  f o r  a s ingle  c o m m o d i t y  w i t h  m a n y  
c h a r a c t e r i s t i c s  o p e r a t e s  a n d  i n d i c a t e s  the  n a t u r e  o f  t h e  p r i c e  f u n c t i o n  t h a t  c le a rs  
the  m a r k e t .  T h e  o f f i c e  m a r k e t  is a n a lo g o u s  to o t h e r  m a r k e t s  f o r  d i f f e r e n t i a t e d  
p r o d u c t s  suc h  as  hous ing .  T h e r e f o r e ,  R o s e n ’s m e t h o d o lo g y  c a n  be used  to  e s t im a te  
the  i m p l i c i t  p r ice s  f o r  v a r i o u s  c h a r a c t e r i s t i c s  or  a t t r i b u t e s  a s s o c i a te d  w i th  o f f i c e  
space.
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m o d e l  a n d  an  a f f i l i a t e d  B ox-T id w e l l  [1962]  t r a n s f o r m a t i o n  to d e t e r m i n e  the 
c o r r e c t  f o r m  f o r  e a c h  o f  the  i n c l u d e d  e x p l a n a t o r y  va r i a b le s .  T h e y  d e m o n s t r a t e  
t h a t  base r e n t  is a n e g a t i v e  f u n c t i o n  o f  d i s t a n c e  f r o m  th e  C B D ’s c e n t e r  of  
a c t i v i t y ,  s q u a r e  f o o t a g e  o f  the  leased  o f f i c e  space,  a n d  g r e a t e r  t e n a n t  
r e s p o n s i b i l i t y  f o r  i n c r e a s e s  in b u i l d i n g  o p e r a t i n g  cos ts  w h i l e  b e in g  a p o s i t ive  
f u n c t i o n  o f  b u i l d i n g  s q u a r e  f ee t  a n d  v e r t i c a l  p o s i t i o n  in the  b u i ld i n g .  With 
v e r t i c a l  po s i t i o n  in the  b u i ld i n g ,  it is be l i e ved  t h a t  r e n t  r is es  as  o f f i c e  lo c a t io n  
becom es  h i g h e r  du e  to u p p e r  f loo rs  h a v i n g  b e t t e r  views.  H o w e v e r ,  a h ig h  f lo o r  
n u m b e r  m a y  i n d i c a t e  l o ca t ion  in a p r o m i n e n t  o f f i c e  b u i l d i n g  s ince  ta l l  s t r u c t u r e s  
a r e  the  most  well  k n o w n  ed i f i ce s .  T h e  low er  r e n t a l  r a t e s  p e r  s q u a r e  foo t  
p r e d i c t e d  as s q u a re  fo o ta g e  e x p a n d s  m a y  r e su l t  f r o m  the  n e g o t i a t i n g  s t r e n g t h  o f  
t he  t e n a n t  i n c r e a s i n g  w i th  lease size.
3. O f f i c e  Demand Forecasting
O f f i c e  d e m a n d  f o r e c a s t i n g  is s u f f i c i e n t l y  d e v e lo p e d  to  e n a b l e  a c c u r a t e  
p r e d i c t i o n  o f  c h a n g e s  in o f f i c e  space  d e m a n d .  K e l ly  [1983] c o m m e n t s  t h a t  the  
r isks  c o n n e c t e d  w i th  o f f i c e  d e v e l o p m e n t  can  be l o w e re d  by u n d e r s t a n d i n g  cyc les  
a n d  t r e n d s  in o f f i c e  e m p l o y m e n t .  He d i scusses  how  n e w  o f f i c e  space  a b s o r p t io n  
can  be p r e d i c t e d  f r o m  n e w  c o n s t r u c t i o n  a n d  c h a n g e s  in v a c a n c y  rates .  A l t h o u g h  
m a n y  o f f i c e  s pace  f o r e c a s t i n g  m ode l s  h a v e  been c r e a t e d ,  p e r h a p s  the  most  
i n t e r e s t i n g  is t h a t  o f  W hea ton  a n d  T o r t o  [1985] w h o  p r o v i d e  a m a c r o  f o r e c a s t i n g  
m odel  o f  o f f i c e  space  d e m a n d .  E m p lo y i n g  a se r i e s  o f  f i v e  e q u a t i o n s ,  t h e y  a re  able  
to m odel  e x i s t i n g  v a c a n c y  ra te s .  T h e  model  c a n  th e n  be used  to p r e d i c t  f u t u r e  
v a c a n c y  r a te s  based  upon  c h a n g e s  in the  i n d e p e n d e n t  v a r i a b l e s  such  as new 
c o n s t r u c t i o n  a n d  o f f i c e  a b s o r p t i o n  rates .  T h e y  a lso  no te  t h a t  f i n a n c e ,  i n s u r a n c e ,  
a n d  rea l  e s t a t e  a c t i v i t i e s ,  a lo n g  w i th  o t h e r  s e rv i c e  o r i e n t e d  bus inesses ,  a r e  the  
p r i m a r y  use rs  of  o f f i c e  space.
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C, Research on Lease Provisions
F i n a n c i a l  t h e o r i s t s  h a v e  d e v e lo p e d  s u b s t a n t i a l  l i t e r a t u r e  on l ea s ing .34 
H o w e v e r ,  the  b u l k  o f  t h e i r  e f f o r t s  c o n c e n t r a t e  on  the  lease v e r s u s  o w n  d e c i s i o n , ss 
C o n t r a c t u a l  c o v e n a n t s ,  c o n t i n g e n c i e s ,  a n d  o t h e r  p ro v i s io n s  a r e  t a k e n  to be 
e x o g e n o u s  to  th is  f i n a n c i n g  dec is ion .  N e v e r th e le s s ,  Sm i th  a n d  W a rn e r  [1979], 
M yers  [1977], a n d  o t h e r  r e s e a r c h e r s  i n d i c a t e  t h a t  c o n t r a c t u a l  p r o v i s io n s  in 
d i f f e r e n t  types  o f  c o n t r a c t s  s u c h  as  b o n d  i n d e n t u r e s  do  a f f e c t  n o m in a l  c o n t r a c t i n g  
cos ts  (e.g. i n t e r e s t  ra tes) .  F u r t h e r ,  Sm i th  a n d  W a k c m a n  [1985] sugges t  t h a t  
c o n t r a c t u a l  p r o v i s io n s  in leases  he lp  d e t e r m i n e  r e n t a l  ra tes .36
E m p i r i c i s t s  h a v e  n eg lec ted  the  lea s ing  process . C o p e l a n d  a n d  Weston [1988, 
p. 632]  o bse rve  t h a t  t h e r e  is "scant" e m p i r i c a l  l i t e r a t u r e  on leas ing or  leas ing-  
r c l a t c d  issues. A c c o r d i n g  to S c h a l lh c im ,  J o h n s o n ,  Lease,  a n d  M c C o n n e l l  [1987], 
t h e o r e t i c a l  r e s e a rc h  on leas ing  has  p r o c e e d e d  m ore  r a p i d l y  t h a n  e m p i r i c a l  work  
b e c a u s e  d a t a  on l ea s ing  a r r a n g e m e n t s  is no t  ea s i ly  o b t a i n a b le .  H o w e v e r ,  the  
a u t h o r s  p o in t  ou t  t h a t  the  role o f  t r a n s a c t i o n ,  i n f o r m a t i o n ,  a n d  s ea rch  costs ,  a long  
w i th  d e f a u l t  r isk  m us t  be c o n s id e r e d  w hen  v a l u i n g  leases. In s u p p o r t  o f  th i s
34A n g  a n d  P e t e r s o n  [1984], B ow e r  [1973], B rea ley  a n d  Y o u n g  [1980],
C o p e l a n d  a n d  Weston [1982], F r a n k s  a n d  Hodges  [1978], L c w e l le n ,  Long ,  an d
M c C o n n e l l  [1976], M c C o n n e l l  a n d  S c h a l l h e im  [1983], M il le r  a n d  U p t o n  [ 1976},
Myers ,  Dill ,  a n d  B a u t i s t a  [1976], Scha l l  [1974, 1985, 1987], S c h a l lh c im ,  J o h n s o n ,  
Lease,  a n d  M c C o n n e l l  [1987], S m i th  a n d  W a k em a n  [1985], a n d  W c in g a r t n e r  [1987] 
a r e  some  o f  t h e  r e s e a rc h e r s  w h o  h a v e  a n a l y z e d  lea s ing  p rac t ices .
38T h e s e  a u t h o r s  c o m m o n l y  e m p lo y  ne t  p r e s e n t  va lue  a n a ly s i s  in o r d e r  to 
d e t e r m i n e  w h e t h e r  or  no t  t h e r e  is a ne t  a d v a n t a g e  to  leas ing  w h e n  m a k i n g  a lease 
ve rsus  o w n  dec is ion .
,6S m i t h  a n d  W a k e m a n  [1985]  i n v e s t i g a t e  the  n o n t a x  d e t e r m i n a n t s  o f  the  
lease s t r u c t u r e .  T h e y  o bse rve  t h a t  lessees h a v e  l i t t l e  i n c e n t i v e  to  m a i n t a i n  t h e i r  
leased  p r o p e r t y  be c ause  t h e y  h a v e  no c la im  on the  r e s i d u a l  a s s e t ’s va lue .  T h e y  
suggest  t h a t  a s se t s  w h i c h  h a v e  s p e c i f i c  uses c r e a t e  c o n t r a c t i n g  costs.  These  
c o n t r a c t i n g  costs  a r i se  f r o m  c o n f l i c t s  b e tw e e n  the  lessor  a n d  the  lessee a n d  c o v e r  
n e g o t i a t i o n ,  a d m i n i s t r a t i o n ,  a n d  e n f o r c e m e n t  costs.
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r e a l i z a t i o n ,  t h e  r e s e a rc h e r s  show t h a t  t h e i r  p r o x ie s  f o r  t r a n s a c t i o n  a n d  se a rc h  costs 
a r e  s t a t i s t i c a l l y  s i g n i f i c a n t ,  w h i l e  d e f a u l t  r isk  p r o x ie s  h a v e  m ix e d  o u tco m e s .37
D. Agency  Theory
I n f o r m a t i o n  a s y m m e t r y  a n d  m o n i t o r i n g  or  a u d i t i n g  p r o b le m s  can  a r ise  
f r o m  the  c o n f l i c t s  o f  i n te r e s t s  t h a t  o c c u r  b e tw e e n  c o n t r a c t u a l  p a r t i c i p a n t s  
in v o lv e d  in a c o o p e r a t i v e  a c t i v i t y . 33 C o n f l i c t s  o f  in te r e s t  m ay  be p r e s e n t  because  
c o n t r a c t u a l  p a r t i c i p a n t s  b e h a v e  a c c o r d i n g  to "me f i r s t"  ru le s  a n d  choose a c t ions  
t h a t  m a x i m i z e  t h e i r  o w n  p e r s o n a l  w e l f a r e . 38 Je n se n  a n d  M e c k l in g  [1976], Myers  
[1977], S m i th  a n d  W a rn e r  [1979], B a r n e a ,  H a u g e n ,  a n d  Scnbc t  [1981, 1985], K a l a y  
[1982],  a n d  o t h e r s  h a v e  a n a l y z e d  the  c o n f l i c t s  o f  i n te r e s t  a n d  w e a l t h  e x p r o p r i a t i o n  
t h a t  can  o c c u r  b e tw e e n  a f i r m ’s s to c k h o l d e r s  a n d  its b o n d h o l d e r s  w h o  are  
p a r t i c i p a n t s  in i n d e n t u r e  c o n t r a c t s .  These  r e s e a rc h e r s  i n d i c a t e  s e ve ra l  m e t h o d s  by 
w h i c h  s h a r e h o l d e r s  can  e x p r o p r i a t e  b o n d h o l d e r s ’ w ea l th .  S t o c k h o ld e r s  can  issue 
a d d i t i o n a l  l i a b i l i t y  c l a im s  a n d  excess ive  d i v i d e n d s  to lessen b o n d h o l d e r s '  
c o l l a te r a l .  F u r t h e r ,  s to c k h o l d e r s  c a n  e x p r o p r i a t e  b o n d h o l d e r s ’ w e a l th  by "risk 
s h i f t i n g "  or  i n v e s t i n g  in h i g h e r  r isk p ro je c t s  (B a rn e a ,  H a u g e n ,  a n d  Sc n b e t  [1981]) 
a n d  " u n d e r i n v e s t i n g "  or  a v o i d i n g  i n v e s t m e n t s  t h a t  increase  c o l l a t e r a l  fo r  
b o n d h o l d e r s  (M ye r s  [1977]). H o w e v e r ,  b o n d h o l d e r s  a r e  a s su m e d  to be r a t i o n a l  in 
a n t i c i p a t i n g  i n f o r m a t i o n  a s y m m e t r y  a n d  m o n i t o r i n g  p r o b le m s  a s so c i a te d  wi th
37S c h a l l h e im ,  J o h n s o n ,  Lease,  a n d  M c C o n n e l l  [1987] tes t  t h e  h y p o t h e s i s  o f  
M il le r  a n d  U p t o n  [1976] a n d  M c C o n n e l l  a n d  S c h a l l h c im  [1983]. T h e y  inves t ig a t e  
w h e t h e r  or  no t  the  yi elds  o f  f i n a n c i a l  leases a r e  a f u n c t i o n  o f  the  r i s k - f r e e  
i n t e r e s t  r a t e  a n d  the  d i s c o u n t e d  v a lue  o f  t h e  n o n - d i v e r s i f i a b l c  r isk  o f  the  a s se t ’s 
r e s i d u a l  va lue .  U s i n g  a s a m p le  o f  363 f i n a n c i a l  leases o r i g i n a t e d  f r o m  1973
t h r o u g h  1982, the  a u t h o r s  f i n d  resu l ts  c o n s i s t e n t  w i t h  t h e i r  hypo theses .
38B a r n e a ,  H a u g e n ,  a n d  Se n b e t  [1985] p r o v i d e  e x t e n s i v e  c o v e ra g e  o f  the 
f i n a n c i a l  t h e o r y  o f  a g e n c y  w h i c h  c o n c e n t r a t e s  on the  r e l a t i o n s h ip s  a m o n g  se cu r i ty  
h o ld e r s  a n d  in c lu d e s  the  r e l a t i o n s h i p  b e tw e e n  b o n d h o l d e r s  a n d  s h a r e h o l d e r s  in the 
c o n t e x t  o f  o p t i m a l  f i r m  f in a n c i n g .
39F a m a  a n d  M il le r  [1972] ca l l  the p r i o r i t y  a g r e e m e n t  b e tw e e n  se cu r i ty
h o ld e r s  t h a t  c o n t r o l  w e a l th  t r a n s f e r s  "me f i rs t"  rules.
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i n d e n t u r e  a g r e e m e n t s  a n d  w o u l d  im p o s e  r e s t r i c t i v e  b o n d  c o v e n a n t s  to r e d u c e  the  
c o n t r a c t i n g  cos ts  b e t w e e n  b o n d h o l d e r s  a n d  s to c k h o l d e r s .
A c o n f l i c t  o f  i n t e r e s t  f r e q u e n t l y  a r i s e s  b e t w e e n  th e  lessor  a n d  t h e  lessee in 
l e a s i n g .40 T h i s  c o n f l i c t  o f  i n t e r e s t  is a n a l o g o u s  to t h e  c o n f l i c t  o f  i n t e r e s t  t h a t  
o c c u r s  b e t w e e n  a f i r m ’s s t o c k h o l d e r s  a n d  i ts  b o n d h o l d e r s . 41 H o w e v e r ,  in  l ea s ing ,  
m a n a g e m e n t  a n d  s h a r e h o l d e r s  a r e  c o m b i n e d  t o g e t h e r  as  on e  p r i n c i p a l  k n o w n  as  
t h e  lessee ( t e n a n t ) ,  w h i l e  b o n d h o l d e r s  a r e  r e p r e s e n t e d  by  the  lessor  ( o w n e r ) .  With 
l ea ses  o u t s t a n d i n g ,  t h e  lessee ( t e n a n t )  m a y  h a v e  i n c e n t i v e s  to  o p e r a t e  h is  b u s in e s s  
a n d  p e r s o n a l  f i n a n c i a l  s t r u c t u r e  in w a y s  w h i c h  b e n e f i t  h i m s e l f ,  to  t h e  d e t r i m e n t  
o f  t h e  lessor  ( l a n d l o r d ) .  F o r  e x a m p l e ,  t h e  lessee c a n  o p e n  a d d i t i o n a l  r e t a i l  
l o c a t i o n s  t h a t  c o m p e t e  w i t h  t h e  l a n d l o r d ’s l o c a t i o n  a f t e r  t h e  b u s in e s s  be c o m e s  
e s t a b l i s h e d ,  t h u s ,  r e d u c i n g  sa le s  t h a t  m a y  h a v e  d e v e l o p e d  in p a r t  d u e  to the  
l a n d l o r d ’s a d v e r t i s i n g  a n d  r e d u c e d  r en t .
T h e  t e n a n t ’s a c t i o n s  a r e  s i m i l a r  to  a m a n a g e m e n t ’s a c t i o n s  w h i c h ,  w h e n  
a c t i n g  in t h e  s t o c k h o l d e r ’s i n t e r e s t ,  h a s  i n c e n t i v e s  to  d e s ig n  t h e  f i r m ’s o p e r a t i n g  
c h a r a c t e r i s t i c s  a n d  f i n a n c i a l  s t r u c t u r e  in w a y s  w h i c h  b e n e f i t  s t o c k h o l d e r s  to  the
d e t r i m e n t  o f  b o n d h o l d e r s .  I n f o r m a t i o n  a s y m m e t r y  a n d  m o n i t o r i n g  costs  a r i s e
f r o m  b o th  c o n f l i c t s  o f  i n t e r e s t .  T h e  m i n i m i z a t i o n  o f  t h es e  c o n t r a c t i n g  cos ts  
t h r o u g h  the  use o f  c o n t r a c t u a l  p r o v i s i o n s  s u c h  as  c o v e n a n t s  a f f e c t  n o m i n a l  b o n d  
a n d  lease  costs . F o r  e x a m p l e ,  a l ease  c o u l d  c o n t a i n  a c o v e n a n t  p r o h i b i t i n g  the  
lessee f r o m  o p e r a t i n g  a n o t h e r  s to re  w i t h i n  a s p e c i f i e d  g e o g r a p h i c  a r e a .  I f  rea l  
e s t a t e  m a r k e t s  a r e  e f f i c i e n t ,  t h e n  s p e c i f i c  c o n t r a c t u a l  c o v e n a n t s  s h o u l d  be 
c a p i t a l i z e d  i n t o  lease  p r i c e s  b e c a u s e  these  c o v e n a n t s  a i d  in m o n i t o r i n g  the  
a c t i v i t i e s  o f  t h e  c o n t r a c t ’s p a r t i c i p a n t s  a n d ,  t h u s ,  r e d u c e  c o n t r a c t i n g  costs.
40T h e r e  a r e  a v a r i e t y  o f  c o n t r a c t s  s u c h  as  m o r t g a g e s  w h e r e  t h e r e  e x is t s
s i m i l a r  c o n f l i c t s  o f  i n t e r e s t  b e t w e e n  th e  g r a n t o r  a n d  th e  g r a n t e e .  See B e n j a m i n ,  
F r a n k f u r t e r ,  a n d  S i r m a n s  [1988],
4IC o p c J a n d  a n d  Weston  [1988],  M a r t i n ,  Cox ,  a n d  M a c M i n n  [1988],  a n d  o t h e r s
i n d i c a t e  t h a t  l o n g - t e r m  leases  a r c  s i m i l a r  to deb t .
27
T h e r e f o r e ,  c o n t r a c t u a l  c o n d i t i o n s  m a y  be v a l u a b l e  in  a S m i t h  a n d  W a r n e r  [1979]  
f r a m e w o r k  b e c a u s e  t h e y  i n c r e a s e  t h e  e x p e c t e d  v a l u e  o f  the  l e a s e d  a sse t  (by  
d e c r e a s i n g  t h e  le s sor - l e sscc  c o n f l i c t s )  a n d  d e c r e a s e  t h e  c o n t r a c t  l e a s i n g  r a t e . 43
E. Other Contrac t ing  Research
T h e  i n f l u e n c e  o f  c o n t r a c t u a l  p r o v i s i o n s  s u c h  as  c o v e n a n t s  o r  c o n t i n g e n c i e s  
on th e  d e t e r m i n a t i o n  o f  n o m i n a l  c o n t r a c t  p r i c e s  i n c l u d i n g  lease r a t e s  h a s  b e e n  t h e  
s u b j e c t  o f  l i m i t e d  r e s e a r c h  b y  f i n a n c i a l  t h e o r i s t s  a n d  e m p i r i c i s t s ,  rea l  e s t a t e  
a p p r a i s e r s ,  h o u s i n g  r e s e a r c h e r s ,  l ega l  t h e o r i s t s ,  a n d  o t h e r  r e s e a rc h e r s .
Financial  Researchers . A l t h o u g h  t h e r e  is r e s e a r c h  by  f i n a n c i a l  t h e o r i s t s  a n d  
e m p i r i c i s t s  on  th e  v a l u a t i o n  o f  b o n d  c o v e n a n t s ,  most  o f  these  r e s e a r c h e r s  f u r n i s h  
o n l y  i n d i r e c t  e v i d e n c e  o n  th e  e f f e c t s  o f  c o v e n a n t s .  B la c k  a n d  Cox  [1976],  Ho  a n d  
S i n g e r  [1982],  a n d  o t h e r  f i n a n c i a l  t h e o r i s t s  d e m o n s t r a t e  t h e  e x p e c t e d  e f f e c t s  on 
b o n d  v a lu e s  o f  s e n i o r i t y  a n d  s e c u r i t y  c o v e n a n t s  via  o p t i o n  p r i c i n g  models .  T h e s e  
r e s e a r c h e r s  i n d i c a t e  t h a t  s e n io r  d e b t  s h o u l d  h a v e  a g r e a t e r  p r i c e  t h a n  s u b o r d i n a t e d  
d e b t .  H o w e v e r ,  no  e s t i m a t e s  o f  t h e  p r i c e  p r e m i u m s  o r  y ie ld  d i f f e r e n t i a l s  a r e  
d e v e l o p e d .  In  c o n t r a s t  to  t h e  t h e o r i s t s ,  t h e  e m p i r i c i s t s  p r e s e n t  som e  s u p p o r t  f o r  
th e  e x i s t e n c e  o f  b o n d  c o v e n a n t  va lue s .
S m i t h  a n d  W a r n e r  [1979],  K a l a y  [1982] , a n d  T h a t c h e r  [1985]  f i n d  c o n s i s t e n t  
p a t t e r n s  in t h e  use o f  c o v e n a n t s  w i t h  b o n d  i n d e n t u r e  a g r e e m e n t s ,  b u t  f u r n i s h  o n ly  
i n d i r e c t  e v i d e n c e  on c o v e n a n t  va lues .  N e v e r t h e l e s s ,  B r a u c r  [1983] , R o b e r t s  a n d  
V i s c i o n c  [1984],  M a l i t z  [1986],  a n d  B o a r d m a n  a n d  M c E na M y [1981] t es t  w h e t h e r  the  
v a l u e  o f  b o n d  c o v e n a n t s  is r e f l e c t e d  in t h e  m a r k e t  p r i c e  o f  f i r m  d e b t .
B r a u e r  o f f e r s  e v i d e n c e  t h a t  " m c - f i r s t "  ru le s  a f f e c t  m a r k e t  v a lu e s  o f  bonds .  
H o w e v e r ,  he  o n l y  e x a m i n e s  the  m a r k e t  p e r f o r m a n c e  o f  t w o  b o n d s  i s sued  by  the
43S m i t h  a n d  W a r n e r  [1979] e x p l a i n  h o w  d e b t  c o n t r a c t s  a re  w r i t t e n  to  lessen 
s t o c k h o l d c r - b o n d h o l d c r  c o n f l i c t s .  T h e y  p r o v i d e  e v i d e n c e  t h a t  p r o t e c t i v e  c o v e n a n t s  
c o n t a i n e d  in  d e b t  i n d e n t u r e  a g r e e m e n t s  lessen b o r r o w e r - l e n d c r  c o n f l i c t s  a n d  lo w e r  
th e  n o m i n a l  l e n d i n g  i n t e r e s t  ra te .
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same  c o m p a n y  a n d  s im i l a r  e x c e p t  f o r  d i f f e r e n c e s  in c o l l a te r a l .  H a v i n g  a d a t a  set 
o f  t w o  b o n d s  f r o m  on e  c o m p a n y  c a n n o t  s u p p ly  s t r o n g  p r o o f  t h a t  n o m i n a l  d e b t  
p r i c e s  r e f l e c t  t h e  va lue  o f  "mc-f i rs t*  ru le s  or  cov e n an t s .
R o b e r t s  a n d  V is c io n e  e m p lo y  m a t c h e d  p a i r s  o f  n o n c o n v e r t i b l e  bonds  w h i c h  
a r e  i s sued  by  the sam e  c o m p a n y  b u t  c o n t a i n  d i f f e r e n t  s e n io r i t y  a n d  s e c u r i ty  
c o v e n a n t s  in o r d e r  to p r o v i d e  s u p p o r t  f o r  r a t i o n a l  c o v e n a n t  p r i c in g .  A l t h o u g h  
R o b e r t s  a n d  V i s c io n e  i n d i c a t e  t h a t  b o n d s  w i th  s e n i o r i t y  or  s e c u r i t y  c o v e n a n t s  
h a v e  lower  y ie lds  t h a n  bonds  w i t h o u t  p r o t e c t i v e  c o v e n a n t s ,  the  v a lu e  o f  the 
i n d i v i d u a l  c o v e n a n t s  a r c  not  e s t im a te d .
M a l i t z  a p p l i e s  d i s c r i m i n a t e  a n a ly s i s  to i d e n t i f y  a f i r m ’s se lec t ion  of  
c o v e n a n t s  based  on i ts l eve rage ,  size,  a n d  r e l a t i o n s h i p  w i th  the  c a p i t a l  m ark e t .  
His  w o r k  s u p p o r t s  the h y p o t h e s i s  t h a t  c o v e n a n t s  a f f e c t  n o m in a l  b o n d  ra te s ,  b u t  he 
does  no t  s h o w  the  va lue  o f  i n d i v i d u a l  cov e n an t s .
F i n a l l y ,  the  s tu d y  by B o a r d m a n  a n d  M c E n a l ly  f i n d s  e i t h e r  i n s i g n i f i c a n t  or  
n e g a t i v e  c o e f f i c i e n t s  f o r  s e c u r i t y  c o v e n a n t s  in r eg re s s ions  e s t i m a t i n g  d e b t  yields.  
T h e s e  a u t h o r s  e x p la i n  t h e i r  c o n t r a r y  f i n d i n g s  by the  in c lu s io n  o f  b o nds  w i t h i n  a 
s im i l a r  r a t i n g  c a t e g o r y  bu t  w h i c h  h a v e  a p p a r e n t l y  d i f f e r e n t  risk.
In c o n t r a s t  to these  a u th o r s ,  B e n j a m i n ,  F r a n k f u r t e r ,  a n d  S i r m a n s  [1988] 
f i n d  a d i r e c t  v a lu e  fo r  s evera l  s e c u r i t y  a n d  s e n i o r i t y  c o v e n a n t s .  U n l i k e  R o b e r t s  
a n d  V is c io n e  [1984], w ho  s t u d y  m a t c h e d  p a i r s  o f  n o n c o n v e r t i b l e  b o n d s  w h i c h  a rc  
issued by the  sam e  c o m p a n y ,  t h e i r  model  e m p lo y s  o v e r  1450 m o r t g a g e  o f f e r i n g s  
f o r  loans  b a c k e d  by s im i l a r  assets .  T h e  m o r tg a g e  o f f e r i n g s  a r c  f o r  s ing le  f a m i l y  
r e s i d e n c e s  t h a t  w e re  e x t e n d e d  on the  sam e  d a t e ,  w i th  the  sam e  m a t u r i t y ,  a n d  w i th  
the  sam e  co u p o n .  Us ing  a cross  s e c t iona l  reg re s s ion  t h a t  does not  r e ly  on b o r r o w e r  
r a t i n g s  as  docs  B o a r d m a n  a n d  M c E n a l l y  [1981], e s t i m a t e s  fo r  the  va lue  o f  s p e c i f i c  
c o v e n a n t s  a r c  d e v e lo p e d .
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Real  Esta te  Appra i ser s . T h e  a p p r a i s a l  i n d u s t r y  has  long  a c k n o w l e d g e d  th a t  
sales  c o n t i n g e n c i e s  or  p ro v i s io n s  m a y  i n f l u e n c e  th e  se l l ing  p r ic e  o f  r ea l  es ta te .  
M i n a y a  [1969] a n d  o t h e r  p r a c t i t i o n e r  o r i e n t e d  real  e s t a t e  w r i t e r s  no te  t h a t  the  
c o n d i t i o n s  o r  p r o v i s i o n s  s u r r o u n d i n g  the  c o n t r a c t u a l  sale  o f  p r o p e r t y  c a n  a f f e c t  
t h e  a p p r a i s e r ’s e s t i m a t e  o f  va lue .  H o w e v e r ,  t h e r e  has  been l i t t l e  e m p i r i c a l  w ork  to 
s u p p o r t  a p p r a i s e r s '  b e l i e f s  t h a t  c o n t r a c t u a l  p r o v i s io n s  h a v e  w or th .
Housing Researchers . T he  h e d o n ic  h o u s in g  l i t e r a t u r e  has  g iven  i n a d e q u a t e  
c o n s i d e r a t i o n  to the  c o n n e c t io n  b e tw e e n  c o n t r a c t u a l  p r o v i s io n s  a n d  n o m in a l  
c o n t r a c t  p r ic e s .43 C l a p p  [1980], H o u g h  a n d  K r a t z  [1983], B r e n n a n ,  C a n n 3 d a y ,  a n d  
C o lwel l  [1984], Rosen  [1984], an d  C a n n a d a y  a n d  K a n g  [1984]  all  d e v e lo p  h e d o n ic  
m odels  t h a t  e x p la i n  the  v a r i a t i o n  o f  o f f i c e  r e n t s  in a m a r k e t .  In a d d i t i o n ,
G u n t c r m a n n  a n d  N o r r b i n  [1987] em p loy  regress ion  a n a ly s i s  to e x p l a i n  the  
v a r i a b i l i t y  in a p a r t m e n t  rent s .  T h e s e  a u th o r s ,  h o w e v e r ,  fa i l  to i n c l u d e  c o n t r a c t u a l  
p r o v i s io n s  in t h e i r  r e n t  models .  B r e n n a n ,  C a n n a d a y ,  a n d  Co lwel l  [1984, p. 246] 
note:  "While it a p p e a r s  to be g e n e r a l l y  a c c e p t e d  t h a t  p h y s ic a l  a n d  l o c a t io n a l
43M a n y  r e s e a r c h e r s  h a v e  e m p lo y e d  th e  h e d o n i c  a p p r o a c h  to o b t a i n  m e a s u r e s  
o f  h o u s e h o ld  w i l l i n g n c s s - to - p a y  f o r  p a r t i c u l a r  h o u s in g  c h a r a c t e r i s t i c s .  T h e i r  
r e s e a r c h  i n c l u d e s  v a l u a t i o n s  o f  h o u s in g  age,  c o r n e r  lots,  l o c a t io n  n e a r  p a r k s  an d  
schools ,  type  o f  n e ig h b o r h o o d ,  r a c i a l  c o m p o s i t i o n  o f  n e ig h b o r h o o d ,  t im e  on the  
m a r k e t ,  f i n a n c i n g ,  b u i l d i n g  a n d  h o u s in g  codes,  a i r  p o l lu t io n ,  a i r p o r t  noise ,  zo n in g ,  
p r o p e r t y  t a x a t i o n ,  i n co m e  t a x a t i o n ,  t r a n s p o r t a t i o n ,  r en t  c o n t r o l ,  p u b l i c  hous in g ,  
lo c a t io n  n e a r  n u c l e a r  p o w e r  p l a n t s ,  f u e l  pr ices ,  c r im e ,  type  o f  b r o k e r  e m p l o y e d  to 
sell p r o p e r t y ,  e n e r g y  c o n s e r v a t i o n ,  g r e c nbe l t s ,  h o u s in g  q u a l i t y  r e g u l a t i o n s  a n d  
o t h e r  issues.  T h e  a n n o t a t e d  b i b l i o g r a p h y  by Fo l la in ,  Gross ,  J im e n e z ,  a n d  M alp ozz i  
[1984]  c o n t a i n s  a s u m m a r y  o f  e m p i r i c a l  a n d  th e o r e t i c a l  s t u d i e s  c o n c e r n i n g  
h o u s e h o ld  w i l l i n g n c s s - to - p a y  f o r  p a r t i c u l a r  h o u s in g  c h a r a c t e r i s t i c s .
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c h a r a c t e r i s t i c s  a r e  i m p o r t a n t  d e t e r m i n a n t s  o f  r e n t a l  r a t e s  f o r  o f f i c e  space,  v e ry  
l i t t l e  has  been  d o n e  w i t h  f e a t u r e s  o f  the  lease c o n t r a c t  o t h e r  t h a n  rent ."*4
L e e a i  Theorists . Lega l  w r i t e r s  h a v e  a n a l y z e d  th e  role  o f  r isk  a l l o c a t i o n  in 
c o n t r a c t i n g .  M a c C a u la y  [1963], C h e u n g  [1969], H i r s c h  [1979], a n d  Shave l l  [1980,  
1984] i n v e s t i g a t e  o p t im a l  r isk a l l o c a t i o n  in b r e a c h  o f  c o n t r a c t  s i t u a t io n s .  These  
r e s e a r c h e r s  e x a m i n e  the  e f f e c t s  o f  c o n t r a c t u a l  p r o v i s io n s  t h a t  e n c o u r a g e  g r a n t e e s  
to c o m p l e te  t h e i r  p ro m is e s  or d e f a u l t .  Shave l l  no tes  t h a t  most  c o n t r a c t s  c o n t a i n  
p ro v i s i o n s  such  as a m u t u a l  set  o f  p r o m is e s  o r  c o v e n a n t s  to be p e r f o r m e d  (or  not  
p e r f o r m e d )  a n d  c o n t i n g e n c i e s  a lo n g  w i th  r e m e d ie s  such  as p a y m e n t  o f  d a m a g e s  i f 
one  or  bo th  p a r t i e s  f a i l  to p e r f o r m  t h e i r  ob l ig a t io n s .  In a d d i t i o n ,  c o n t r a c t s  w i th  
c o n d i t i o n s  such  as a c o n t i n g e n c y  o c c u r r i n g  r e q u i r e  c o n t r a c t u a l  p e r f o r m a n c e  a f t e r  
the  o c c u r r e n c e  o f  the  s t a t e d  e ve n t .  T h e  f a i l u r e  o f  the  s t a t e d  e v e n t  to o c c u r  
d i s c h a r g e s  the  c o n t r a c t  a n d  s u b je c t s  the  c o n t r a c t i n g  p a r t i e s  to no  l i ab i l i ty .  
A c c o r d i n g  to S ha ve l l ,  the  p re s e n c e  o f  an i n c r e a s e d  n u m b e r  o f  p ro v i s io n s  such  as 
c o v e n a n t s  a n d  c o n t i n g e n c i e s  to w h i c h  a c o n t r a c t  is s u b je c t  w o u ld  m a k e  the  
c o n t r a c t  less v a lu a b le .
Other Researchers . O t h e r  a u t h o r s  i n v e s t i g a t e  the  e f f e c t s  o f  c o n t r a c t u a l  
c o v e n a n t s  a n d  c o n t i n g e n c i e s  in o t h e r  types  o f  c o n t r a c t s .  D u n n  a n d  S p a t t  [1985] 
i n v e s t ig a t e  p r e p a y m e n t  c o n t i n g e n c i e s  a n d  d u e -o n - s a lc  c lauses  in m o r tg a g e  
c o n t r a c t s .  Al len ,  Sh i l l ing ,  a n d  S i r m a n s  [1986, 1987] e x a m i n e  the  r e l a t i o n s h ip  
b e tw e e n  p r o v i s io n s  in p u r c h a s e  c o n t r a c t s  f o r  s in g l e - f a m i l y  house  p r ice s  a n d  the  
a c tu a l  a g r e e d  upon  sales  p r ice .  T h e y  h y p o t h e s i z e d  t h a t  t h e r e  exis t s  a c o n n e c t io n
44B r e n n a n ,  C a n n a d a y ,  a n d  Co lwel l  (BCC) [1984] m ode l  the  v a r i a t i o n  in 
o f f i c e  r e n t  f o r  a s a m p le  o f  t w e n t y - n i n e  C h i c a g o  o f f i c e  lease t r a n s a c t io n s .  
A l t h o u g h  BCC i n c l u d e  lease f e a t u r e s  such  as the  d a t e  o f  lease e x e c u t io n ,  r en t a l  
r a t e  in d o l l a r s  PSF,  t e r m  o f  the  lease,  t h e  "work  le t te r"  cos t  in d o l l a r s  PSF,  r en t a l  
a b a t e m e n t ,  CPI  e s c a l a t i o n ,  in c lu s io n  o f  a "stop" or  "base y ea r  e sca la t ion , "  a n d  the  
a m o u n t  o f  t h e  s top ,  o t h e r  lease p ro v i s io n s  such  as r e n e w a l  o p t io n s  a n d  c a n c e l l a t i o n  
c lauses  w e re  not  g iv en  c o n s id e r a t i o n .  F u r t h e r  lessee c h a r a c t e r i s t i c s  s u c h  as  c r e d i t  
w o r t h i n e s s  w e re  e x c l u d e d  f r o m  the  model .  T h u s ,  c e r t a i n  lease p r o v i s i o n s  an d  
lessee c h a r a c t e r i s t i c s  m ay  h a v e  a s i g n i f i c a n t  i m p a c t  on  o f f i c e  a n d  r e ta i l  r e n t a l  
rates.
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b e t w e e n  s i n g l e - f a m i l y  house  p r i c e s  a n d  c o n t r a c t u a l  c o n t i n g e n c i e s  s in c e  the 
p r e s e n c e  o f  c o n t r a c t u a l  c o n t i n g e n c i e s  c r e a t e  u n c e r t a i n t y  a n d ,  t h e r e f o r e ,  the  
u n c e r t a i n t y  c a u s e s  a p r i c e  p r e m i u m . 45 T h e  a u t h o r s  d e v e l o p  a m o d e l  o f  c o n t r a c t u a l  
c o n t i n g e n c i e s  b a sed  on  e x p e c t e d  u t i l i t y .  U s i n g  a s a m p l e  o f  h o u s e  t r a n s a c t i o n s ,  
t h e i r  r e s u l t s  i n d i c a t e  t h a t  p r o v i s i o n s  s u c h  a s  c o n t i n g e n c i e s  c o n t a i n e d  in c o n t r a c t s  
f o r  p r o p e r t y  r i g h t s  a f f e c t  t h e  a c t u a l  h o u s e  p u r c h a s e  p r i c e  in a n t i c i p a t e d  
d i r e c t i o n s .
F. S u m m a r y
E x t e n s i v e  w o r k  on  a n u m b e r  o f  t o p ic s  r e l a t i n g  to  s h o p p i n g  c e n t e r s  a n d  
o f f i c e  b u i l d i n g s  has  o c c u r r e d .  In  a d d i t i o n ,  l e a s i n g  r e s e a r c h e r s  h a v e  d e v e l o p e d  
s u b s t a n t i a l  t h e o r e t i c a l  a n d  som e e m p i r i c a l  l i t e r a t u r e .  H o w e v e r ,  v i r t u a l l y  n o n e  o f  
t h e  l i t e r a t u r e  on  s h o p p i n g  c e n t e r s ,  o f f i c e  b u i l d i n g s ,  o r  l e a s i n g  e x a m i n e s  lease
p r o v i s i o n s  a n d  t h e i r  r e l a t i o n s h i p  to ren t .  N e v e r t h e l e s s ,  S m i t h  a n d  W a r n e r  [1979]
a n d  o t h e r  c o n t r a c t i n g  i n v e s t i g a t o r s  i n d i c a t e  t h a t  c o n t r a c t u a l  p r o v i s i o n s  m a y
m i n i m i z e  c o n t r a c t i n g  cos ts  so as  to a f f e c t  n o m i n a l  c o n t r a c t  p r ice s .  Also,  f i n a n c i a l  
t h e o r i s t s  a n d  e m p i r i c i s t s ,  r e a l  e s t a t e  a p p r a i s e r s ,  h o u s i n g  r e s e a r c h e r s ,  legal  t h e o r i s t s ,  
a n d  o t h e r  r e s e a r c h e r s  i n d i c a t e ,  in v a r y i n g  de g re e s ,  t h a t  lease p r o v i s i o n s  wil t
i n f l u e n c e  n o m i n a l  r e n t a l  ra tes .
45T h e  c o n t i n g e n c i e s  a r e  in t h e  f o r m  o f  c o n t r a c t u a l  p r o v i s i o n s  t h a t  d i s c h a r g e  
t h e  c o n t r a c t  i f  t h e y  a r e  not  met .  An  e x a m p l e  w o u l d  be " p u r c h a s e  s u b j e c t  to  b u y e r  
o b t a i n i n g  f i n a n c i n g . "
C H A P T E R  3
LE ASE C O N T R A C T I N G  I S S U E S  A N D  T H E I R  R E S O L U T I O N
C h a p t e r  3 d i sc u s s e s  w h y  s h o p p i n g  c e n t e r  a n d  o f f i c e  lease c o n t r a c t i n g  issues  
d e v e l o p  f r o m  t h e  e x i s t e n c e  o f  r i s k s  a n d  o p p o r t u n i s t i c  b e h a v i o r  a n d  how  these  
lease c o n t r a c t i n g  i ssues  a r c  r eso lved .  C h a p t e r  3 is c o m p o s e d  o f  f o u r  sect ions.  
C o n t r a c t i n g  issues  in r e t a i l  a n d  o f f i c e  l e a s ing  a r e  i n t r o d u c e d  in S e c t io n  I. S e c t io n  
II g ives  a n  a n a l y s i s  o f  t h e  r e s o l u t i o n  o f  r e t a i l  l e a s in g  c o n c e r n s  by  lease  p ro v i s io n s .  
T e s t a b l e  h y p o t h e s e s  r e g a r d i n g  th e  a l l o c a t i o n  o f  r isks  a n d  the  m i n i m i z a t i o n  o f  
o p p o r t u n i s t i c  b e h a v i o r  b e t w e e n  th e  lessor  a n d  the  lessee, by  r e t a i l  lease p r o v i s i o n s ,  
a r e  p r o p o s e d .  A d d i t i o n a l l y ,  t e s t a b l e  h y p o t h e s e s  c o n c e r n i n g  th e  base  a n d  
p e r c e n t a g e  r e n t  t r a d e - o f f  a r e  p r e s e n t e d .  S e c t ion  III e x a m i n e s  t h e  r e s o l u t i o n  of  
o f f i c e  l e a s i n g  c o n c e r n s .  T e s t a b l e  h y p o t h e s e s  a r c  a lso  set  f o r t h  w h i c h  i n d i c a t e  ho w  
o f f i c e  lease  p r o v i s i o n s  a l l o c a t e  r isk  a n d  m i n i m i z e  o p p o r t u n i s t i c  b e h a v i o r  b e t w e e n  
th e  c o n t r a c t i n g  p a r t i e s .  A s u m m a r y  c o m p l e t e s  t h e  c h a p t e r .
I. C on tr a c t in g  Issues la Leas ing
A. Basic  Provis ions in a R e ta i l  or O f f i c e  Lease
T h e  r e t a i l  o r  o f f i c e  lease  is u s u a l l y  an  e x t e n s i v e  a n d  c o m p l e x  d o c u m e n t  
f i l l e d  w i t h  m a n y  p r o v i s i o n s . 46 T a b l e  1 p r o v i d e s  a n  o u t l i n e  o f  t h e  ba s ic  p r o v i s i o n s  
o f  c o m m e r c i a l  l eases  f o r  r e t a i l  a n d  o f f i c e  space .  T h e  i m p o r t a n t  c o m m e r c i a l  lease 
p r o v i s i o n s  i n c l u d e  a d e s c r i p t i o n  o f  t h e  d e m i s e d  p r e m i s e s ,  t h e  t e r m  o f  t h e  lease ,  
r e n t ,  o b l i g a t i o n s  o f  the  l a n d l o r d ,  o b l i g a t i o n s  o f  t h e  t e n a n t ,  s u b l e t t i n g  a n d
46V i r t u a l l y  a l l  r e t a i l  a n d  o f f i c e  leases  a n a l y z e d  in t h i s  d i s s e r t a t i o n  
e x c e e d e d  t h i r t y  l ega l  p a g e s  in l e n g t h .  Some o f  the  leases  w e r e  as  long  as  on e  
h u n d r e d  pages.  H o w e v e r ,  m o s t  o f  t h e  leases  c o n t a i n e d  " b o i l e r  p la t e "  s e c t i o n s  b a s e d  
u p o n  th e  I n t e r n a t i o n a l  C o u n c i l  o f  S h o p p i n g  C e n t e r s  a n d  B u i l d i n g  O w n e r s  a n d  
M a n a g e r s  A s s o c i a t i o n  m o d e l  leases.
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TABL E I
Basic  Commercia l  Lease Provisions  
for
Retai l  Shoppin g  Center and O f f i c e  Leases
I. T h e  D e m ise d  P rem ises
A. A r e a
B. C o n d i t i o n  o f  Dem ised  P remises
II. T e r m  o f  t h e  Lease
A. G e n e r a l l y
B. D u r a t i o n ;  S t a t u t e  o f  F r a u d s
C. C o m m e n c e m e n t  D a te
D. R e n e w a l s
E. T e r m i n a t i o n
F. Pe rsons  D e r i v i n g  R i g h t s  t h r o u g h  the  T e n a n t
III. R e n t
A. F i x e d  R e n t
1. Inc re a se s  in F ix e d  R e n t
2. R e n t  A b a t e m e n t s  a n d  O f f s e t s
B. P e r c e n t a g e  R e n t  {only a p p l i c a b l e  to r e t a i l  leases)
1. G e n e r a l l y
2. D e f i n i t i o n  o f  "Gross  Sales"
3. T e n a n t ' s  C o n d u c t  o f  Business
4. F r e q u e n c y  o f  P a y m e n t
5. S t a t e m e n t  o f  Sales
6. N e g a t io n  o f  P a r t n e r s h i p
7. N o n c o m p e t i t i o n / R a d i u s  R e s t r i c t i o n s
8. P r e p a i d  R e n t ;  S e c u r i t y  D epos i t
C. A d d i t i o n a l  R e n t
1. U t i l i t y  C h a r g e s
2. R ea l  Es ta te  T a x e s
3. C o m m o n  A re a  C h a r g e s
4. O p e r a t i n g  a n d  M a i n t e n a n c e  E x p e n s e
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*
A m e r i c a n  Bar  A ssoc ia t ion  [1987],
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( c o n t i n u e d )
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a s s i g n m e n t ,  i n s u r a n c e  a n d  c o n d e m n a t i o n ,  d e f a u l t s ,  o p t ions ,  s u b o r d i n a t i o n ,  an d  
e s toppe l  c e r t i f i c a t e s .  T h i s  d i s s e r t a t i o n  r e v i e w s  o n ly  those  bas ic  p r o v i s i o n s  w h i c h  
a l l o c a t e  r i s k ,  m i n i m i z e  o p p o r t u n i s t i c  b e h a v io r ,  o r  can  be d e m o n s t r a t e d  to 
s i g n i f i c a n t l y  a f f e c t  the  n o m in a l  r e n t  c h a r g e d  by the  lessor. F r i e d m a n  [1983] 
p r o v i d e s  an  e x c e l l e n t  o v e r v i e w  of  the  e x i s t e n c e  a n d  l e g a l i t y  o f  the  c o m m e r c i a l  
lease p r o v i s i o n s  t h a t  a r c  no t  a n a l y z e d  in th i s  r e sea rch .
A n u m b e r  o f  c o n t r a c t i n g  issues  r e l a t i n g  to a l l o c a t i o n  o f  r isks  a n d  
m i n i m i z a t i o n  o f  o p p o r t u n i s t i c  b e h a v i o r  a r i s e  in t h e  r e t a i l  a n d  o f f i c e  leas ing 
p roces s .47 A m o n g  the  d i f f e r e n t  types  o f  r isk a s so c i a te d  w i th  the  lease c o n t r a c t i n g  
p rocess  a r e  d e f a u l t ,  p o r t f o l i o ,  a n d  g e o g ra p h ic .  O p p o r t u n i s t i c  b e h a v i o r  cons is t s  of  
f r e e  r i d e r  issues  a n d  q u a s i - r c n t  a p p r o p r i a t i o n .
R. Allocat ion o f  Risks
In the  e x - a n t c  lease c o n t r a c t i n g  p rocess ,  the  l a n d l o r d  a n d  the  t e n a n t  m ay  
ho ld  d i f f e r e n t  i n v e s t m e n t  p o r t f o l i o s  a n d  t h e r e f o r e  m ay  h a v e  d i f f e r e n t  p r e f e r e n c e s  
t o w a r d  se v e r a l  types  o f  r isk  a s s o c i a te d  w i th  l ea s ing .48 T h e s e  ty p es  o f  r i sk  i n c lu d e  
d e f a u l t ,  p o r t f o l i o ,  a n d  g e o g r a p h i c  r isk.  D e f a u l t ,  p o r t f o l i o ,  a n d  g e o g r a p h i c  r isk 
d e t e r m i n e  h o w  m u c h  the  lessor  or  the  lessee needs  to be c o m p e n s a t e d  to bea r  a 
p a r t i c u l a r  r isk.  T h u s ,  the r isk  p r e f e r e n c e s  o f  the  l a n d l o r d  a n d  th e  t e n a n t  a lo n g  
wi th  t h e  a m o u n t  a n d  type  o f  r e n t  c h a r g e d  he lp  d e t e r m i n e  how  leases  a rc  
s t r u c t u r e d .  A r e v i e w  o f  each  ty p e  o f  r isk is n e c es s a ry  in o r d e r  to u n d e r s t a n d  how 
a n d  w hy  lessors  a n d  lessees  v a lu e  the  d i f f e r e n t  r isks.
j  7
T h i s  a n a ly s i s  o f  c o n t r a c t i n g  issues in r e t a i l  a n d  o f f i c e  l ea s in g  fo l lows  
B r i ck l e y  a n d  D a r k ’s [1987]  e x a m i n a t i o n  o f  f r a n c h i s i n g  r e l a t e d  c o n t r a c t i n g  
p r ob le m s .
48A l t h o u g h  c a p i t a l  m a r k e t  t h e o r y  suggest s  t h a t  e v e r y b o d y  ho lds  the  m a r k e t  
p o r t f o l i o  a n d  a r i sk  f r e e  asse t ,  t h e  lack  o f  d i v i s i b i l i t y  a n d  h e d g i n g  o p p o r t u n i t i e s  
w i t h  rea l  e s t a t e  a n d  smal l  bus ines s  o w n e r s h i p  a lo n g  w i th  g r e a t e r  t r a n s a c t i o n  a n d  
s e a r c h  costs  m ay  ne c e s s i t a t e  l a n d l o r d s  a n d  t e n a n t s  h o l d in g  d i f f e r e n t  n o n - m a r k e t  
p o r t f o l  ios.
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/. Defaul t  Risk
In s e t t in g  lease r e n t a l  ra tes ,  the  l a n d l o r d  m a k e s  e x - a n t c  j u d g m e n t s  a b o u t  
the  c r e d i t  w o r t h in e s s  o f  the  t e n a n t . 49 If  the  c r e d i t  w o r t h in e s s  o f  t h e  t e n a n t  is 
good,  so t h a t  t h e  p r o b a b i l i t y  o f  the  t e n a n t  d e f a u l t i n g  is low,  t h e n  the  l a n d l o r d  is 
less u n c e r t a i n  a b o u t  r e c e iv i n g  th e  r en t a l  c a s h f l o w s  d u e  h i m  u n d e r  the  lease acco rd .  
H o w e v e r ,  i f  the  c r e d i t  w o r t h in e s s  o f  the  t e n a n t  is poor ,  so t h a t  t h e  p r o b a b i l i t y  o f  
the  t e n a n t  d e f a u l t i n g  is h igh ,  then  the  l a n d l o r d  is m ore  u n c e r t a i n  a b o u t  r e c e iv i n g  
th e  r e n t a l  c a s h f l o w s  d u e  h im  u n d e r  the lease ac co rd .  T h e  u n c e r t a i n t y  a b o u t  
r e c e iv i n g  the  r e n t a l  c a s h f l o w s  can  a f f e c t  the  lease r e n t a l  r a t e s  c h a r g e d  by the  
l an d lo r d .  I f  lower  ( h ig h e r )  d e f a u l t  r isk t h r o u g h  h i g h e r  ( lower)  c r e d i t  w o r th in e s s  
l eads  to d e c r e a s e d  ( i n c r e a s e d )  u n c e r t a i n t y  a b o u t  t h e  l a n d l o r d ’s r e c e iv i n g  r en t a l  
p a y m e n t s ,  the  l a n d l o r d  can  be e x p e c t e d  to c h a r g e  lower  ( h ig h e r )  lease p a y m e n t s  to 
lessees w i th  lower  ( h ig h e r )  d e f a u l t  r isk,  all else b e in g  equa l .
2. Portfol io  Risk
In cases  w h e r e  a t e n a n t  has  l im it ed  resou rc es  so t h a t  a l a rge  p r o p o r t i o n  o f  
his  pe r s o n a l  w e a l t h  a n d  incom e  rely  on the  p e r f o r m a n c e  o f  his bus iness ,  then  his
49Even  th o u g h  a lessor  can  r ega in  possession o f  his  r e t a i l  space  w i t h in  a 
f ew  w eeks  in the  case o f  lessee d e f a u l t ,  t h e r e  ex is t  costs  o f  d e f a u l t  such  as 
r e l e a s in g  e xpe nse s ,  space  d o w n t i m e ,  a t t o r n e y ’s fees ,  etc.
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i n v e s t m e n t  p o r t f o l i o  m ay  lack  d i v e r s i f i c a t i o n . 60 T h i s  can  c r e a t e  p r o b le m s .51, 52 
F i r s t ,  the  u n d i v c r s i f i c d  m e r c h a n t  or  o f f i c e  spa ce  o c c u p a n t  m ay  r e q u i r e  h i g h e r  
t h a n  n o r m a l  r a t e s  o f  r e t u r n  f r o m  his  bus iness  in o r d e r  to j u s t i f y  h o l d in g  an 
u n d i v e r s i f i e d  p o r t f o l i o . 68 Second ,  a n  u n d i v e r s i f i c d  t e n a n t  wil l  be less l ike ly  to 
de s i r e  the  s am e  lease t e r m  or  m a k e  the  sam e  i n v e s t m e n t  d e c i s io n s  as a t e n a n t  who  
ho lds  a well  d i v e r s i f i e d  p o r t fo l i o .
An  u n d i v c r s i f i c d  t e n a n t  m ay  p r e f e r  a s h o r t e r  lease t e r m  so as  to r e d u c e  the  
p r e s e n t  v a lue  o f  r e n t a l  p a y m e n t s  t h a t  he g u a r a n t e e s  in the  lease s ince th i s  a m o u n t  
c o u ld  be d u e  in fu l l  or  r e m a in  p a y a b le  in t h e  case  o f  bus in ess  f a i l u r e  or  o t h e r  
f i n a n c i a l  d i s t r e s s .54 T h e  lease g u a r a n t e e  is s im i l a r  to a c o n t i n g e n t  d e b t  a n d  would
60A l t h o u g h  the  t e n a n t  is r e f e r r e d  to as  a n  i n d i v i d u a l ,  the  t e n a n t  m ay  be 
e i t h e r  a c o r p o r a t i o n ,  p a r t n e r s h i p ,  o r  i n d iv i d u a l .
61It is a s su m e d  t h a t  the  u n d i v e r s i f i e d  t e n a n t  is u n a b le  to d i v e r s i f y  or  hedge  
a t  r e a s o n a b le  costs  a l l  the  r isks  a s so c i a te d  w i th  his bus iness ,  i n c l u d i n g  the  r isks  
a s s o c i a t e d  w i t h  a u n i q u e  loca t ion .  T h e  i n a b i l i t y  to d i v e r s i f y  o r  hedge  occurs  
be c ause  t h e r e  ex is t  l i t t l e ,  i f  a n y  s h o r t  sale  poss ib i l i t i e s  f o r  s to ck  or  o t h e r  assets  
s im i l a r  to h is  b us ine s s  a n d / o r  bus in ess  loca t io n .  Also,  a p p l i c a b l e  o p t io n s  and  
f u t u r e s  a r e  no t  a v a i l a b l e  f o r  mos t  bus inesses  a n d  t h e i r  lo c a t io n  a n d  i n s u r a n c e  does 
not  f u l l y  c o v e r  bus ines s  o p e r a t i n g  a n d  d e f a u l t  r isks . F a m a  a n d  J e nse n  [1983], 
R u b i n  [1978], a n d  S ha ve l l  [1979] r e v i e w  the  i n c e n t iv e  p r o b le m s  w i th  h o ld in g  
u n d i v e r s i f i e d  po r t fo l i o s .
“ D i f f i c u l t y  a r i ses  in t e s t in g  f o r  the  e f f e c t s  o f  t e n a n t  p o r t f o l i o  
d i v e r s i f i c a t i o n  on i n v e s t m e n t  c h o ic e  a n d  lease s t r u c tu r e .  N e ve r the le s s ,  
a p p r o x i m a t e l y  30 ou t  o f  103 r e ta i l  t e n a n t  f i n a n c i a l  s t a t e m e n t s  w e r e  a v a i l ab le .  
T h e s e  f i n a n c i a l  s t a t e m e n ts ,  w h ic h  m ost ly  r e p r e s e n t e d  i n d e p e n d e n t  t e n a n t s ,  
i n d i c a t e d  t h a t  mos t  o f  the  i n d e p e n d e n t  t e n a n t s  ha d  a ne t  w o r t h  o f  less t h a n  
$ 200 , 000 .
“ A l t e r n a t e l y ,  the  t e n a n t  m a y  h a v e  p r i v a t e  i n f o r m a t i o n  th a t  e x p la i n s  why  
he  o w n s  a bu s in e s s  w h i c h  m a k e s  hi s  p o r t f o l i o  m ore  u n d i v e r s i f i e d .
64T h c  r e t a i l  a n d  o f f i c e  lease u sua l ly  c o n t a i n s  p r o v i s io n s  w h i c h  p r e v e n t  a 
t e n a n t  f r o m  s u b l e a s i n g  or  a s s ig n in g  his  s pace  to a t h i r d  p a r t y  w i t h o u t  the  p r io r  
w r i t t e n  p e rm i s s i o n  o f  the  l an d lo r d .  I f  a sub le a se  or  a s s i g n m e n t  is a l l o w e d ,  then 
the  lease n o r m a l l y  r e q u i r e s  t h a t  the  new t e n a n t  be in the  sam e  t r a d e  or  bus iness  so 
as no t  to a l t e r  t h e  t e n a n t  mix .  H o w e v e r ,  f i n d i n g  a new a n d / o r  s im i l a r  t e n a n t  
e n t a i l s  s e a r c h ,  legal ,  r e m o d e l i n g ,  space  d o w n t i m e ,  a n d  o t h e r  costs  ( e spe c ia l ly  fo r  
re ai l  t enan t s ) .  In a d d i t i o n ,  the  o r ig i n a l  t e n a n t  m ay  s ti ll  r e m a in  l i ab le  f o r  the  new 
t e n a n t ’s lease p a y m e n t s .
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a f f e c t  t h e  d i v e r s i f i c a t i o n  o f  his  p o r t f o l i o . 68 F o r  t h e  u n d i v c r s i f i c d  m e r c h a n t  or 
o f f i c e  t e n a n t ,  a  l o n g e r  t e r m  lease  is no t  m e r e l y  m o re  c o n t i n g e n t  d e b t  w h i c h  a l l o w s  
m o v e m e n t  o u t w a r d  a l o n g  th e  c a p i t a l  m a r k e t  l i n e  ( C M L )  f o r  hi s  h o l d i n g s ,  b u t  a lso 
r e p r e s e n t s  g r e a t e r  i n v e s t m e n t  c o n c e n t r a t i o n  in h i s  b u s in e s s  o r  on e  asset .  
T h e r e f o r e ,  a n  u n d i v e r s i f i e d  t e n a n t  m a y  c hoose  to  m i n i m i z e  hi s  lease t e r m  in o r d e r  
to  r e d u c e  t h e  c o n t i n g e n t  d e b t ’s p o t e n t i a l  i m p a c t  on his  p e r s o n a l  p o r t f o l i o . 56 In 
a d d i t i o n ,  a n  u n d i v c r s i f i c d  t e n a n t  ha s  r e d u c e d  i n c e n t i v e  to i n v e s t  a d d i t i o n a l  
w e a l t h  in h i s  s to re  o r  o f f i c e  s p a ce  b e c a u s e  h i s  p o r t f o l i o  m ay  b e c o m e  e v e n  m o re  
u n d i v c r s i f i c d .  F u r t h e r ,  t h e  u n d i v e r s i f i e d  r e t a i l  m e r c h a n t  m a y  be less w i l l i n g  to 
u n d e r t a k e  c o s t l y  a c t i v i t i e s  s u c h  as  e x t e n s i v e  a d v e r t i s i n g  to  p r o m o t e  his b u s in e s s  
a n d ,  i n d i r e c t l y ,  t h e  s h o p p i n g  c e n t e r  a n d  w o u l d  p r e f e r  p e r c e n t a g e  o v e r  base  r en t .
A n  u n d i  v e r s i f i e d  m e r c h a n t  m a y  no t  w a n t  to p a y  as  m u c h  base  r e n t  f o r  a 
l ea se d  p r e m i s e s ,  p r e f e r r i n g  to  p a y  h i g h e r  p e r c e n t a g e  r e n t  s in c e  t h e  l a t t e r  s y s te m  
a l l o w s  the  m e r c h a n t  to  s h a r e  som e  o f  his  n o n - d i v e r s i f i c a t i o n  r isk  w i t h  the  
l a n d l o r d .  T h e  l a n d l o r d ,  in most  cases ,  w il l  be  b e t t e r  a b l e  to h a n d l e  t h e  n o n -  
d i v e r s i f i c a t i o n  r i s k  o f  t h e  m e r c h a n t ’s o p e r a t i o n s  b e c a u s e  t h e  l a n d l o r d  has  m o re  
w e a l t h  a n d  is b e t t e r  d i v e r s i f i e d .  T h e  l a n d l o r d  o w n s  th e  lease s p a c e  f o r  m a n y  
s to res .  By h o l d i n g  v a r i e d  i n v e s t m e n t s  a n d / o r  l e a s in g  to  r e t a i l  t e n a n t s  w i t h  less
B6J c n s c n  a n d  S m i t h  [1985] i n d i c a t e  t h a t  a lease is a s u b s t i t u t e  f o r  s e c u r e d  
d e b t  b e c a u s e  it a c c o m p l i s h e s  the  s a m e  o b j e c t iv e .  H o w e v e r ,  w i t h  a l ease  t h e  lessor  
or  l e n d e r  k e e p s  t i t l e  to  t h e  asse t  a n d  the  lessee ( b o r r o w e r )  has  use  o f  t h e  asse t  
p r o v i d e d  d e f a u l t  does  no t  o c c u r .  F u r t h e r m o r e ,  C h i a n g ,  L a i ,  a n d  L i n g  [1986] r e p o r t  
t h a t  a l e s see ’s f i x e d  m o n t h l y  r e n t a l  p a y m e n t s  p a i d  to  a lessor  a r e  s i m i l a r  to 
p a y m e n t s  m a d e  by  c o r p o r a t i o n s  to  i n v e s t o r s  w h o  h o ld  t h e i r  de b t .  T h u s ,  a lease 
c a n  be v a l u e d  by  M e r t o n ’s [1974]  c o n t i n g e n t  c l a i m  f r a m e w o r k ,
56A l t h o u g h  the  c o n t i n g e n t  d e b t ’s p r e s e n t  v a lu e  is d e t e r m i n e d  by  the  t e n a n t ’s 
p r o b a b i l i t y  o f  d e f a u l t ,  h o l d i n g  a l a r g e  n e g a t i v e  c o n t i n g e n c y  c o u l d  f o r c e  the  
u n d i v e r s i f i e d  lessee to  a l t e r  the  c o n t e n t s  o f  h i s  w e a l t h  p o r t f o l i o  so a s  to  lessen the  
p o t e n t i a l  i m p a c t  o f  t h e  l i a b i l i t y .  I f  the  u n d i v c r s i f i c d  t e n a n t  c hooses  n o t  to 
r e a l l o c a t e  h i s  p o r t f o l i o ,  he m a y  be f o r c e d  to ho ld  a n  e v e n  m o r e  u n d i v e r s i f i e d  
p o r t f o l i o .  N e v e r t h e l e s s ,  i f  t h e  u n d i v e r s i f i e d  t e n a n t  a l t e r s  h i s  p e r s o n a l  p o r t f o l i o  to 
lessen t h e  lack  o f  d i v e r s i f i c a t i o n  p r o b l e m  a s s o c i a t e d  w i t h  g u a r a n t e e i n g  leases ,  
t h e r e  e x i s t  p o r t f o l i o  r e a l l o c a t i o n  costs . T h e s e  r e a l l o c a t i o n  cos ts  c o u l d  be 
s u b s t a n t i a l  i f  it m e a n s  s e l l i n g  a n  i l l i q u i d  asset  s u c h  as  a house .
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t h a n  p e r f e c t  pos i t ive  c o r r e l a t i o n  in t e r m s  o f  p r o f i t a b i l i t y / r e t u r n s ,  a l a n d l o r d  is 
ab le  to r e d u c e  the  v a r i a n c e  o f  i n v e s t m e n t  c a s h f l o w s  a n d / o r  r e n t a l  p a y m e n t s .  
T h u s ,  h i g h e r  p e r c e n ta g e  r en t s  a n d  low er  base r en t s  a r e  e x p e c t e d  f o r  f i n a n c i a l l y  
u n d i v c r s i f i c d  m e r c h a n t s . 67
3. Geographic Risk
G e o g r a p h i c  n o n - d i v e r s i f i c a t i o n  in c re as e s  the r isk  o f  the  t e n a n t  w h o  has a 
s ingle  u n i q u e  loca t ion.  By not  d i v e r s i f y i n g  g e o g r a p h i c a l ly ,  t h e  s ingle  loca t io n  
t e n a n t  has  to re ly  on the  f a t e  o f  one e c o n o m y  a n d  a u n i q u e  lo c a t io n  ve r su s  h a v in g  
e x p o s u re  to m a n y  local e c o n o m ie s  a n d  loca t ions .  By c o n t r a s t ,  t h e  g e o g r a p h i c a l ly  
d i v e r s i f i e d  t e n a n t  w i t h  m a n y  d i f f e r e n t  bus in ess  s i tes  b e n e f i t s  f r o m  the  e c onom ic  
s t a b i l i t y  o f  m u l t i p l e  e c o n o m ies  a n d  loca t ions .68 T h u s ,  by h a v i n g  n u m e r o u s  s to re  nr  
o f f i c e  lo ca t io n s  w i th  less t h a n  p e r f e c t l y  pos i t ive  c o r r e l a t i o n s  in t e rm s  o f  local  
ec o n o m ics  w h i c h  im p a c t  r e t a i l  sales  a c t i v i t y ,  a g e o g r a p h i c a l l y  d i v e r s i f i e d  t e n a n t  is
67By c o n t r a s t ,  the  f i n a n c i a l l y  d i v e r s i f i e d  t e n a n t  e n jo y s  the  e c o n o m ic  
a d v a n t a g e  o f  a d i v e r s i f i e d  i n v e s t m e n t  p o r t f o l i o .  I f  a t e n a n t  is a m a j o r  c h a in  
s to re ,  l a rge  o f f i c e  spa ce  user,  or  is o t h e r w i s e  w e a l th y ,  t h e n  i ts p o r t f o l i o  m ay  be 
l a rg e  e n o u g h  so t h a t  a lease p a y m e n t  g u a r a n t e e  w o u ld  not  i m p a c t  its p o r t f o l i o ’s 
d i v e r s i f i c a t i o n .  T h e r e f o r e ,  the  n a t i o n a l  c h a in  s to re ,  l a rge  o f f i c e  s pace  user,  or 
w e a l t h y  t e n a n t  w o u ld  be less c o n c e r n e d  a b o u t  the  base  a n d  p e r c e n t a g e  r e n t  
c o m b i n a t i o n  {for  r e t a i l  t e n a n t s  on ly ) ,  the  t e rm  o f  the lease,  a n d  the  a m o u n t s  a n d  
k i n d s  o f  i n v e s t m e n t s  p u t  i n to  the  leased space.
f a
An e x a m p l e  w o u ld  be a t e n a n t  w h o  has  s to re  l o c a t io n s  in a n  e c o n o m i c a l ly  
b o o m in g  c i t y  or  a r e a  o f  a c i t y  a n d  in a n  e c o n o m i c a l ly  s u f f e r i n g  c i t y  or a r e a  o f  a 
c i ty .  His r e t a i l  sales  a n d  c a s h f l o w s  w o u ld  be m ore  s tab le  ( a s s u m in g  they  w e re  less 
t h a n  p e r f e c t l y  pos i t i v e ly  c o r r e l a t e d )  t h a n  a s to re  o w n e r  w i th  on ly  one  loca t ion .
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a b le  to  r e d u c e  the  v a r i a n c e  of  poss ible  r e t u r n s . 80 T h e r e f o r e ,  the  g e o g r a p h i c a l l y  
d i v e r s i f i e d  t e n a n t  may  e n jo y  r e d u c e d  r isk.60
In a d d i t i o n ,  a g e o g r a p h i c a l ly  u n d i v e r s i f i e d  m e r c h a n t  may  not  w ish  to pay 
as m u c h  ba se  r en t  f o r  leased space  as a g e o g r a p h i c a l l y  d i v e r s i f i e d  t e n a n t ,  
p r e f e r r i n g  to p a y  h ig h e r  p e r c e n ta g e  r e n t  s ince  the  l a t t e r  sy s te m  a l low s  the 
m e r c h a n t  to s h a r e  some  o f  his g e o g r a p h i c  n o n - d i v e r s i f i c a t i o n  r isk w i th  the  
l a n d l o r d .  The  l a n d l o r d ,  in most  cases,  wil l  be b e t t e r  ab le  to h a n d l e  the  g e o g ra p h i c  
n o n - d i v e r s i f i c a t i o n  r isk  o f  the  m e r c h a n t ’s o p e r a t i o n s  be c ause  the  l a n d l o r d  owns  
the  lease space  f o r  m a n y  s tores.  By leas ing  to c o m p a t i b l e  r e t a i l  t e n a n t s  w i t h  less 
t h a n  p e r f e c t  pos i t ive  c o r r e l a t i o n  in t e rm s  o f  p r o f i t a b i l i t y / r e t u r n s ,  a l a n d l o r d  is 
ab le  to r e d u c e  the  v a r i a n c e  o f  poss ib le  r e n t a l  p a y m e n t s .  T h e r e f o r e ,  h i g h e r  
p e r c e n t a g e  r e n t s  a n d  low er  base r e n t s  on a v e r a g e  a r e  e x p e c t e d  f o r  g e o g r a p h i c a l ly  
n o n - d i v c r s i f i e d  m e r c h a n t s .
50T h e  r e d u c t i o n  in r isk f r o m  g e o g r a p h i c  d i v e r s i f i c a t i o n  is e v i d e n t  w h e n  one 
e x p lo r e s  the  i m p l i c a t i o n s  o f
w h e r e  6 is the  s t a n d a r d  d e v i a t i o n  o f  the  r e t u r n s  g e n e r a t e d  by the  p o r t f o l i o  of
s to re  loca t io ns ,  A. is the p r o p o r t i o n  o f  t h e  to ta l  a r e a  o f  all  s to res  in l o ca t io n  j, A,
is the  p r o p o r t i o n  o f  the  to ta l  a r e a  o f  all s to res  in l o ca t ion  k,  p .k is t h e  e x p e c t e d  
c o r r e l a t i o n  b e tw e e n  r e t u r n s  f r o m  s to re  lo c a t io n  j a n d  k, 6 is the  s t a n d a r d  
d e v i a t i o n  a b o u t  the  e x p e c t e d  r e t u r n  o f  loca t ion  j, a n d  6k is t h e  s t a n d a r d  d e v i a t i o n  
a b o u t  the  e x p e c t e d  r e t u r n  o f  loca t ion  k. In a s i m i l a r  m a n n e r ,  r e d u c t i o n  o f  r isk 
m a y  a lso  o c c u r  by d i v e r s i f y i n g  across  p r o p e r t y  types.  See H a r t z c l l ,  S h u l m a n ,  a n d  
W u r t z c b a c h  [1987]  f o r  a n  a n a ly s i s  o f  r e d u c i n g  r isk  t h r o u g h  g e o g ra p h i c
d i v e r s i f i c a t i o n  a n d  H a r tz e l l ,  H c k m a n ,  a n d  Miles (1986]  f o r  a n  a n a ly s i s  o f  r e d u c i n g  
r isk  t h r o u g h  d i v e r s i f i c a t i o n  ac ross  p r o p e r t y  types.
®°Sincc hi s  r isk a d j u s t e d  r e t u r n  is low er ,  t h e n  the  g e o g r a p h i c a l l y
u n d i v c r s i f i c d  t e n a n t  s h o u ld  d i v e r s i f y  g e o g r a p h i c a l ly  i f  he w a n t s  to i n c re as e  his  
r isk a d j u s t e d  r e t u r n .  H o w e v e r ,  o w n i n g  a d d i t i o n a l  bus inesses  in m o re  loca t io n s  
m a y  be  f i n a n c i a l l y  a n d  m a n a g c r i a l l y  imposs ib le  so t h a t  the  u n d i v e r s i f i e d  t e n a n t  
bea rs  t h i s  risk.
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C. Opportunistic  Behavior61
1. Free Rid ing  by  Tenant
F r e e  r i d i n g  by a t e n a n t  o c c u r s  w h e n  a t e n a n t  d e f a u l t s  on  his o b l ig a t i o n s  to 
the  l a n d l o r d  a n d  o t h e r  t e n a n t s .  Fo r  e x a m p l e ,  a s h o p p e r  is less l ike ly  to r e t u r n  to a 
s h o p p i n g  c e n t e r  a f t e r  p u r c h a s i n g  low q u a l i t y  m e r c h a n d i s e  or  no t  b e in g  ab le  to 
p u r c h a s e  an i t em  be c ause  the  s to re  is c losed.  An  o f f i c e  t e n a n t  c o u ld  use his o f f i c e  
space  f o r  m a n u f a c t u r i n g  or  as  a w a r e h o u s e  w h i c h  c o u ld  n e g a te  the  q u a l i t y  o f  the  
b u i l d i n g  a s  o f f i c e  space.  T h e s e  cos ts  a r e  b o r n e  p r i m a r i l y  by  t h e  s h o p p i n g  c e n te r  
o r  o f f i c e  b u i l d i n g  l a n d l o r d  a n d  by o t h e r  t ena n t s .  R e t a i l  lease p r o v i s io n s  r e q u i r i n g  
s t a n d a r d s  o f  o p e r a t i o n ,  suc h  as the  sale o f  q u a l i t y  i t ems  on ly  or  m a i n t a i n i n g  
m i n i m u m  bus in e s s  h o u r s ,  lessen the  m e r c h a n t  f r e e  r i d e r  p ro b le m .  O f f i c e  lease 
p r o v i s io n s  r e q u i r i n g  s t a n d a r d s  o f  o p e r a t i o n ,  such  as  r e s t r i c t i o n s  on the  use o f  the  
p rem ises ,  lessen the o f f i c e  t e n a n t  f r e e  r i d e r  p r ob le m .  In a d d i t i o n ,  m i n i m i z i n g  
a d v e r t i s i n g  e x p e n d i t u r e s  a l low s  a m e r c h a n t  to f r e e  r i d e  on  the  a d v e r t i s i n g  d o l l a r s  
sp e n t  by the  l a n d l o r d  a n d  o t h e r  m e r c h a n t s . 61 H o w e v e r ,  m e r c h a n t s '  a s soc ia t ions ,  
c o m m o n  in m a n y  c o m m u n i t y ,  r e g io n a l ,  a n d  s u p e r  r e g io n a l  s h o p p in g  c e n te r s ,  lessen 
th i s  p r o b le m  by u n d e r t a k i n g  jo in t  a d v e r t i s i n g  f o r  t h e  s h o p p i n g  c e n t e r  w i th  o t h e r  
t e n a n t s  a n d  the  l a n d l o r d . 63 A d d i t i o n a l l y ,  on e  e x p l a n a t i o n  f o r  r e t a i l  a n d  o f f i c e  
t e n a n t s  f i n i s h i n g  o u t  t h e i r  o w n  space  is t h a t  it s e rves  as a b o n d  to t h e  l an d lo rd .  
O n c e  the  r e f u r b i s h i n g  occurs ,  the  m e r c h a n t  or  o f f i c e  spa ce  o c c u p a n t  has  a g r e a t e r
61R e s t r i c t i o n  o f  o p p o r t u n i s t i c  b e h a v i o r  can  also be t h o u g h t  o f  as  w r i t i n g  
c o n t r a c t s  w h e r e b y  p a r t i c i p a n t s  bea r  t h e  fu l l  costs  o f  t h e i r  u n w a n t e d  ac t ions .
Also, a m e r c h a n t  has  a d e c r e a s e d  i n c e n t i v e  to a d v e r t i s e  i f  b e n e f i t s  go to 
o t h e r  s h o p p in g  c e n t e r  t enan ts .
a *
A m e r c h a n t s ’ a s so c i a t i o n  is a n  o r g a n i z a t i o n  w h o s e  p u r p o s e  is to  i m p r o v e  
c o o p e r a t i o n  a m o n g  t e n a n t s  a n d  b e tw e e n  the  l a n d l o r d  a n d  the  t en a n t s .  In a d d i t i o n ,  
t h e  o r g a n i z a t i o n  c a n  r e g u l a t e  a c t i v i t i e s  o f  the  s h o p p in g  c e n t e r  a n d  t e n a n t s  t h a t  a re  
not  c o v e r e d  by lease p r o v is ions .  H o w e v e r ,  j o i n t  a d v e r t i s i n g  a n d  p r o m o t i o n  is the  
p r i m a r y  f u n c t i o n  o f  the  g roup .  T e n a n t s  a r e  r e q u i r e d  by  lease p r o v i s i o n  to join 
the  a s so c i a t i o n  a n d  pa y  a p r o p o r t i o n a t e  s h a re  o f  t h e  o r g a n i z a t i o n ’s expenses .  
H o w e v e r ,  the  l a n d l o r d  c o n t r i b u t e s  to the  costs  o f  t h e  g roup .  K u k l i n  [1980] 
o b s e rv e s  t h a t  a m e r c h a n t s ’ a s so c i a t i o n  u s u a l ly  t a k e s  the  f o r m  o f  a c o r p o r a t i o n ,  
w i th  b y - la w s  a n d  a b o a r d  o f  d i r e c to r s ,  so as to l im it  l i a b i l i ty .
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i n c e n t i v e  to  m a i n t a i n  t h e  w o r t h  o f  t h e  s h o p p i n g  c e n t e r  o r  o f f i c e  b u i l d i n g  b e c au s e  
t h e  m a r k e t  v a l u e  o f  h i s  l e a s e h o ld  i n t e r e s t  w o u l d  be low in t h e  c a s e  o f  s h o p p i n g  
c e n t e r  or  o f f i c e  b u i l d i n g  f a i l u r e . 64
2. Free R id in g  b y  L and lord
T h e  s h o p p i n g  c e n t e r  l a n d l o r d / d e v e l o p e r  a s s u m e s  r e s p o n s i b i l i t y  in a s s u r i n g  
th e  a t t r a c t i v e n e s s  a n d  v i a b i l i t y  o f  t h e  s h o p p i n g  c e n t e r  a n d  t e n a n t  space.  
F u r t h e r m o r e ,  t h e  l a n d l o r d  p r o v i d e s  m a i n t e n a n c e  a n d  a d v e r t i s i n g  a n d  c r e a t e s  an  
o p t i m a l  t e n a n t  mix .  T h e  o f f i c e  b u i l d i n g  l a n d l o r d / d e v e l o p e r  a lso  a s s u m e s  
r e s p o n s i b i l i t y  in a s s u r i n g  the  a t t r a c t i v e n e s s  a n d  u s a b i l i t y  o f  t h e  o f f i c e  b u i l d i n g  
a n d  th e  t e n a n t  spaces .  In a d d i t i o n ,  t h e  l a n d l o r d  p r o v i d e s  m a i n t e n a n c e  a n d  s ig n a g e  
as  w e l l  as  c r e a t e s  a n  o p t i m a l  t e n a n t  mix .  S in c e  these  r e s p o n s i b i l i t i e s  a r e  cos t ly ,  
a n d  m a n y  o f  t h e  b e n e f i t s  a r e  i n c l u d e d  in t h e  l e a s e h o ld  v a l u e  o f  the  r e t a i l  or  
o f f i c e  t e n a n t ' s  s p a ce ,  t h e  s h o p p i n g  c e n t e r  o r  o f f i c e  b u i l d i n g  o w n e r  has  a n  
i n c e n t i v e  to  s k i m p  on  his  o b l ig a t i o n s .  T h u s ,  o p p o r t u n i s t i c  b e h a v i o r  by  the  
l a n d l o r d  o c c u r s  w h e n  t h e  l a n d l o r d  f a i l s  to  s a t i s f a c t o r i l y  m a i n t a i n  c o m m o n  a r e a s ,  
t e n a n t  s p a c e ,  o r  t e n a n t  m ix .  I m p r o p e r l y  m a i n t a i n e d  c o m m o n  a re a s ,  t e n a n t  
f a c i l i t i e s ,  o r  t e n a n t  mix  e f f e c t i v e l y  i n c r e a s e s  t h e  t e n a n t ’s cos t  o f  l e a s i n g .65 
T  Quasi-Rent  Appropr ia t ion  b y  Tenant66
A t e n a n t  c a n  e n g a g e  in q u a s i - r e n t  a p p r o p r i a t i o n .  S u p p o s e  t h a t  a s h o p p i n g  
c e n t e r  o r  o f f i c e  b u i l d i n g  l a n d l o r d / d e v e l o p e r  l eases  a c u s t o m  space .  I f  t h e  lessee 
d o c s  n o t  p a y  t h e  c o n t r a c t e d  r e n t ,  b u t  i n s t e a d  o f f e r s  a l o w e r  a m o u n t ,  t h e n  a lessor  
m a y  f i n d  it in  h i s  i n t e r e s t  to a c c e p t  less r e n t  i f  t he  cos ts  o f  e n f o r c i n g  a c o n t r a c t
64A I t h o u g h  the  l a n d l o r d  c a n  f i n i s h  the  s p a c e  e x a c t l y  the  w a y  th e  t e n a n t  
l ikes  it a n d  th e  l a n d l o r d  c a n  a m o r t i z e  the  cos t  o v e r  t h e  lease  t e r m  so t h a t  the  
t e n a n t  p a y s  a n  o t h e r w i s e  h i g h e r  r e n t ,  t h e  t e n a n t  w o u l d  no t  be o b l i g a t e d  to  p a y  
t h i s  a m o u n t  w i t h  a s h o p p i n g  c e n t e r  o r  o f f i c e  b u i l d i n g  f a i l u r e .  W hereas ,  i f  the  
t e n a n t  o w n e d  h i s  l e a s e h o ld  i m p r o v e m e n t s  he w o u l d  lose h i s  i n v e s t m e n t .
65 In  a d d i t i o n ,  i m p r o p e r l y  m a i n t a i n e d  c o m m o n  a r e a s ,  t e n a n t  f a c i l i t i e s ,  or  
t e n a n t  m ix  w o u l d  i n c r e a s e  t e n a n t  t u r n o v e r  a n d  r e l e a s i n g  cos t s  f o r  t h e  l a n d l o r d .
66T h c  p o r t i o n  o f  a s p a c e ’s v a l u e  a b o v e  the  v a l u e  g i v e n  to  t h e  best  
a l t e r n a t i v e  use is t h e  a p p r o p r i a b l e  q u a s i - r e n t .
43
a r c  g r e a t e r  t h a n  the  b e n e f i t s  o f  t h e  h i g h e r  r e n t  p o s s ib ly  r e c e iv e d .  H o w e v e r ,  mos t  
leases  i n c l u d e  l a t e  c h a r g e s ,  s e c u r i t y  d e p o s i t s ,  a n d  g u a r a n t e e s  to  p r o t e c t  the  
l a n d l o r d  f r o m  t h i s  q u a s i - r e n t  a p p r o p r i a t i o n .
B a r g a i n i n g  cos ts  b e t w e e n  th e  l a n d l o r d  a n d  th e  t e n a n t  a r i s e  w h e n  t h e r e  is a 
l i k e l i h o o d  f o r  p o s t - c o n t r a c t u a l  o p p o r t u n i s t i c  b e h a v i o r .  K l e i n ,  C r a w f o r d ,  a n d  
A l c h i a n  [1978]  c o m m e n t  t h a t  t h e  cos ts  o f  c o n t r a c t i n g  i n c r e a s e  as  a s se t s  b e c o m e  
m o r e  s p e c i f i c  in t h e i r  use by t h e  lessee.  T h e r e f o r e ,  w h e n  a s se t s  a r e  m o r e  s p e c i f i c ,  
m o r e  a p p r o p r i a b l e  q u a s i - r e n t s  a r e  c r e a t e d . 67
4. Quasi-Rent  Appropr ia t ion  b y  L and lord
W hen  a m e r c h a n t  or  o f f i c e  s pace  o c c u p a n t  c h a n g e s  hi s  l o c a t i o n ,  he  c o u ld  
lose t h e  g o o d w i l l  w i t h  h i s  c u s t o m e r s  t h a t  ha s  been  d e v e l o p e d .  T h e  loss o f  
c u s t o m e r  g o o d w i l l  o c c u r s  b e c a u s e  a b u s i n e s s ’ a b i l i t y  to  s e rv e  a g i v e n  t r a d e  a r e a  is 
l i n k e d  to i ts  l o c a t io n .  A l a n d l o r d  can  a p p r o p r i a t e  a t e n a n t ’s c u s t o m e r  base  a n d  
g o o d w i l l  w h e n  a t e n a n t  has  a s h o r t  t e r m  lease  a n d  th e  l a n d l o r d  r e f u s e s  to re l ease  
t h e  s p a c e  to  t h e  t e n a n t . 66 T h e  l a n d l o r d  c a n  t h e n  r e l e a s e  t h e  s p a c e  to a s i m i l a r  n e w  
t e n a n t  a t  h i g h e r  r e n t  a n d  c a p t u r e  t h e  c u s t o m e r  base  a n d  g o o d w i l l  t h a t  h a d  been  
d e v e l o p e d  by  th e  o r i g i n a l  t e n a n t .  A l t e r n a t i v e l y ,  t h e  l a n d l o r d  c a n  r a i s e  t h e  r e n t  
w h e n  r e l e a s i n g  to  the  e x i s t i n g  t e n a n t  so as to  a p p r o p r i a t e  t h e  t e n a n t ’s success .
67K l e i n ,  C r a w f o r d ,  a n d  A l c h i a n  [1978]  o b s e r v e  t h a t  m o r e  c o n t r a c t  r e n e g i n g  
o c c u r s  w h e n  t h e r e  a rc  m o r e  a p p r o p r i a b l e  s p e c i a l i z e d  q u a s i - r e n t s .  H o w e v e r ,  c e r t a i n  
lease  p r o v i s i o n s  c a n  r e d u c e  th e  p o s s i b i l i t y  o f  g a in s  f r o m  s u c h  o p p o r t u n i s t i c  
b e h a v i o r .
It is n o t e d  t h a t  it w o u l d  be d i f f i c u l t  f o r  a l a n d l o r d  to  a p p r o p r i a t e  the  
c u s t o m e r  base  a n d  g o o d w i l l  o f  som e  a n c h o r  o r  d r a w  m e r c h a n t s  w h o s e  c u s t o m e r  
bases  w o u l d  f o l l o w  in t h e  case  o f  r e l o c a t i o n .  A Sc a rs  o r  M c D o n a l d ’s w o u l d  be 
e x a m p l e s  o f  t e n a n t s  w h i c h  w o u l d  be d i f f i c u l t  f o r  the  l a n d l o r d  to  e x p r o p r i a t e  t h e i r  
c u s t o m e r  bases  a n d  g o o d w i l l .  H o w e v e r ,  m os t  r e t a i l  t e n a n t s  c a n  be c o n s i d e r e d  to 
h a v e  c o m p e t i t o r s  w h o  w o u l d  q u i c k l y  r e p l a c e  t h em .  D r y  c l e a n e r s ,  d r u g  s to res ,  
s u p e r m a r k e t s ,  v i d e o  r e n t a l  s to r e s ,  e tc.  a r e  e x a m p l e s  o f  s u c h  m e r c h a n t s .
E x a m p l e s  o f  a n  o f f i c e  t e n a n t ’s c u s t o m e r  base  t h a t  c a n  be a p p r o p r i a t e d  ^re 
s e r v i c e  o r i e n t e d  t e n a n t s  s u c h  as  b a n k s ,  t a x  p r e p a r e r s  a n d  p r o c e s s i n g  s e rv i c e s ,  a n d  
d i s c o u n t  s to c k  b r o k e r s .  H o w e v e r ,  most  o f f i c e  t e n a n t  c u s t o m e r  bases  a re
i n d e p e n d e n t  o f  l o c a t i o n  a n d  th e  c u s t o m e r s  w o u l d  c h o o s e  to  f o l l o w  t h e  t e n a n t  to a 
n e w  p l a c e  o f  bus iness .
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A r e t a i l  o r  o f f i c e  l a n d l o r d  c a n  a p p r o p r i a t e  a n o t h e r  type  o f  q u a s i - r e n t  by 
d e l i b e r a t e l y  d e l a y i n g  the  c o m p l e t i n g  o f  a t e n a n t ’s space.  A t e n a n t  e n c o u n t e r s  
c o n s i d e r a b l e  costs  w h e n  o p e n i n g  a n e w  s to re  or  o f f i c e .  T h e s e  costs  i n c l u d e  
a t t o r n e y s ’ a n d  a r c h i t e c t s ’ fees ,  c o m m i t m e n t s  f o r  the  p u r c h a s e  o f  f i x t u re s ,  
e q u i p m e n t ,  f u r n i t u r e ,  a n d / o r  i n v e n t o r y ,  t y in g  up  w o r k i n g  c a p i t a l ,  etc.  In a lease,  
the l a n d l o r d  t y p ic a l ly  ag re e s  to d e l i v e r  space  to a t e n a n t  by a s p e c i f i c  da te .  
T h e r e f o r e ,  i f  t h e  d e a d l i n e  f o r  c o n s t r u c t i o n  c o m p l e t i o n  a n d  p re m ise s  d e l i v e r y  to 
the  t e n a n t  is no t  met  by  th e  l a n d l o r d  t h e n  the  t e n a n t  is exposed  to a d d i t i o n a l  
expenses .  T h e s e  a d d i t i o n a l  expenses ,  such  as lost a d v e r t i s i n g  a n d  f o r g o n e  business ,  
e f f e c t i v e l y  inc rease  the  t e n a n t ’s r e n t a l  r a t e  a n d  a r e  a q u a s i - r e n t  a p p r o p r i a t i o n  by 
the  l a n d lo r d ,
A so lu t io n  to r i s k - b e a r i n g  im b a la n c e s  a n d  the  t h r e a t  o f  o p p o r t u n i s t i c  
b e h a v i o r  by  lessors a n d  lessee is a n  e c o n o m i c a l ly  e n f o r c e a b l e  c o m m e r c i a l  lease.
II. Contracting  Issue Resolution In Retai l  Leasing
C o v e n a n t s ,  c o n t i n g e n c i e s ,  a n d  o t h e r  spec ia l  p ro v i s io n s  a n d  the  base a n d  
p e r c e n t a g e  r e n t  c o m b i n a t i o n  a r c  e m p l o y e d  to lessen or  r e d u c e  c o n t r a c t i n g  p rob lem s  
a s soc ia te d  w i t h  r e t a i l  l eas ing .69 S t a m b a u g h  [ 1 78, p. 23] obse rve s  t h a t  lease 
p r o v i s io n s  a r c  no t  w i t h o u t  v a lu e  because  t h e y  p r o t e c t  bo th  the  l a n d l o r d  a n d  the  
t e n a n t  a n d  "ensure  the  s u r v i v a l  o f  the  ( s h o p p in g  c e n te r )  species." In a d d i t i o n ,  the  
l a n d l o r d  i n c o r p o r a t e s  his  e x -a n t e  j u d g m e n t  o f  a t e n a n t ’s d e f a u l t  r isk a n d  sh o p p e r  
d r a w i n g  p o t e n t i a l  i n to  r e n t a l  p a y m c n t s .
69K l e in ,  C r a w f o r d ,  a n d  A l c h ia n  [1978]  po in t  ou t  t h a t  c o n t r a c t u a l  p ro v i s io n s  
w h i c h  r e d u c e  o p p o r t u n i s t i c  b e h a v i o r  can  be e i t h e r  (1) a n  e x p l i c i t l y  w r i t t e n  an d  
l ega l ly  e n f o r c e a b l e  g u a r a n t e e  or  (2) an  im p l ic i t  c o n t r a c t u a l  g u a r a n t e e  e n f o r c e d  by 
the t h r e a t  o f  the  c o n t r a c t i n g  p a r t y  or  o t h e r  m a r k e t  p a r t i c i p a n t s  w i t h d r a w i n g  
f u t u r e  bus iness .
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7D
A. Provisions in Retai l  Leases
Term o f  Lease . T h e  A m e r i c a n  Bar  A ssoc ia t ion  [ 1987] d e f i n e s  the  t e rm  o f  a 
lease to be the  p e r i o d  o f  t im e  d u r i n g  w h i c h  th e  t e n a n t  has  t h e  e x c lu s i v e  r i g h t  to 
possession o f  the  p rem ise s  a lo n g  w i th  the  c o r r e s p o n d i n g  o b l ig a t i o n  to pay  r e n t . 71 
R e t a i l  leases  w i th  long t e r m s  can  r e d u c e  the  p r o b le m  o f  l a n d l o r d  q u a s i - r e n t  
a p p r o p r i a t i o n  as  wel l as d e c re a s e  the  l a n d l o r d ’s r i sk .72 F r e q u e n t  c o n t r a c t  
r e n e g o t i a t i o n  f r o m  the  use o f  sho r t  t e rm  leases  cou ld  a l low  the  r e t a i l  l a n d l o r d  to 
a p p r o p r i a t e  the  m e r c h a n t ’s c u s to m e r  base o r  s pace  im p r o v e m e n t s .  T h u s ,  long  t e rm  
c o n t r a c t s  lessen the  c h a n c e  o f  q u a s i - r e n t  a p p r o p r i a t i o n  by the  s h o p p i n g  c e n te r  
l a n d l o r d .  H o w e v e r ,  l o n g - t e rm  leases  a r e  l a rge  i n v e s t m e n t s  f o r  some m e r c h a n t s  a n d  
m a y  lead  to g r e a t e r  i m b a la n c e s  in r isk  b e a r i n g ,  i f  the  m e r c h a n t  ho lds  an 
u n d i v e r s i f i e d  p o r t f o l i o  or  is g e o g r a p h i c a l ly  n o n - d i v e r s i f i e d .  C o n s e q u e n t l y ,  as  the 
lease t e rm  l e n g th e n s ,  the  r isk  o f  the  r e t a i l  t e n a n t  inc reases  w h i le  the  r isk o f  the 
l a n d l o r d  d e c re a s es  s ince  he has  g u a r a n t e e d  r e n t a l  r e v e n u e s  to c o v e r  m or tgage  
p a y m e n t s  a n d  o p e r a t i n g  e x p e n s e s .73 A d d i t i o n a l l y ,  t e n a n t  t u r n o v e r  costs  such  as 
new  t e n a n t  s e a r c h  expenses ,  f o r g o n e  r en t ,  a n d  r e l e t t i n g  a n d  r e n o v a t i o n  c h a rg e s  
m a y  also be s i g n i f i c a n t  to the  l a n d l o r d ,  t h e r e f o r e  i n d u c i n g  the  l a n d l o r d  to o f f e r
70E x p I ic i t  l o n g - t e rm  c o n t r a c t s  can  r e d u c e  o p p o r t u n i s t i c  p r o b le m s  bu t  may
be cos t ly  to w r i t e  a n d  e n fo r c e .  Costs  o f  w r i t i n g  i n c l u d e  s p e c i f y i n g  possible
v io l a t i o n s  w h i l e  e n f o r c e m e n t  costs  i n v o lv e  po l i c in g  a n d  l i t iga t ion .
n T h c  t e r m  o f  the  lease u s u a l ly  beg in s  the  e a r l i e r  o f  a c e r t a i n  n u m b e r  of  
d a y s  a f t e r  the  p r e m is e s  h a v e  been  d e l i v e r e d  to the  t e n a n t  ( f o r  f i n i s h i n g  w o r k )  or  
w h e n  the  t e n a n t  opens  to the  p u b l i c  f o r  business .
72A!so, i f  tw o  p a r t i e s  a r e  u n d e r t a k i n g  a j o in t  a c t i v i t y ,  then  th e y  a r e  less 
l ike ly  to  c r e a t e  ill wi l l  i f  t h e  r e l a t i o n s h i p  m u s t  c o n t i n u e  f o r  years .
73T h e  lease t e r m  can  a lso  a d v e r s e ly  a f f e c t  the  l a n d l o r d  i f  he u n d e r e s t i m a t e s
i n f l a t i o n ,  a n d  vice versa .  H o w e v e r ,  i f  t he  l a n d l o r d  chooses  not  to i n c l u d e  a r en t  
e s c a l a t i o n  p r o v i s io n  in the lease he m a y  h a v e  a l r e a d y  d e c i d e d  to b e a r  t h e  i n f l a t i o n
r i s k .
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l o n g - t e r m  t e n a n t s  r e n t a l  d i s c o u n t s . 74 S he a r  [1983]  uses  t h e  r e n t a l  h o u s in g  m a r k e t  
in  the  Los A n g c lc s - L o n g  Beach  a r e a  to s h o w  t h a t  l a n d l o r d s  p r o v i d e  l ong - te rm  
t e n a n t s  w i th  r e n t a l  d i s c o u n t s  to r e d u c e  t u r n o v e r .  Thus ,  s h o p p i n g  c e n t e r  l a n d l o r d s  
o f f e r  r e t a i l  t e n a n t s  r e n t a l  d i s c o u n t s  d e p e n d e n t  on ’’l e n g t h - o f - s t a y "  be c ause  they  
r e c e iv e  most  o f  the  r i sk  s h i f t i n g  b e n e f i t s  of  l o n g - t e rm  leases  a n d  e n jo y  r e d u c e d  
t e n a n t  t u r n o v e r  a n d  r e l e t t i n g  expenses .
H YPO T H ES IS  I: Landlords  o f f e r  long-term retai l tenants “lenglh-of-
stay" discounts .
Riehts  to Renew. A s h o r t - t e r m  lease w i t h  a r i g h t  or  o p t io n  to r e n e w  c a n  be 
s u p e r i o r  to a lo n g - t e rm  c o n t r a c t  fo r  a lessee. A r ig h t  or  o p t io n  to r e n e w  g r a n t s  the  
t e n a n t  the  r i g h t  bu t  no t  the  o b l i g a t i o n  to lease space  f o r  a s p e c i f i e d  p e r i o d  o f  t ime  
at a d e s i g n a t e d  p r ice .  For  most  r e t a i l  leases,  the  o p t io n  to r e n e w  m o d i f i e s  or  
e x t e n d s  the  l ea se ho ld  i n te r e s t  c r e a t e d  by the  o r ig i n a l  lease. T h e  o p t io n  to r e n e w  
g e n e r a l l y  s u b je c t s  the  lessee to the  c o v e n a n t s  a n d  a g r e e m e n t s  c o n t a i n e d  in the 
o r ig i n a l  lease. In a d d i t i o n ,  the  o p t io n  to r e n e w  is u s u a l ly  v a l i d  on ly  f o r  a c e r t a i n  
p e r i o d  o f  t im e  s u c h  as  the  t im e  p e r i o d  w h e n  the  o r ig i n a l  lease is in e x i s t e n c e .76
M c C o n n e l l  a n d  S c h a l l h e i m  [1983] d e v e lo p  a f r a m e w o r k  f o r  m o d e l in g  the 
v a l u a t i o n  o f  asset  l ea s ing  c o n t r a c t s  w h ic h  c o n t a i n  a r e n e w a l  op t ion .  T h e y  i n d i c a t e  
t h a t  an  o p e r a t i n g  lease w i th  an  o p t io n  to r e n e w  is s im i l a r  to a l o n g - t e r m  o p e r a t i n g  
lease o f  l e ng th  e q u a l  to the  o r i g i n a l  base p e r io d  p lus  t h e  t e r m  o f  t h e  r e n e w a l  
pe r io d .  A s s u m in g  p e r f e c t  c a p i t a l  m a r k e t s  a n d  e q u a l  access  to i n f o r m a t i o n  by all
74In t h e  p re se nc e  o f  s i g n i f i c a n t  t e n a n t  t u r n o v e r  costs ,  o f f e r i n g  r en t a l
d i s c o u n t s  m ay  be a pos i t ive  ne t  p r e s e n t  va lue  d e c is ion  f o r  a l a n d l o r d .  T h e  p resen t  
v a lu e  o f  the  e x p e c t e d  t e n a n t  t u r n o v e r  costs  w o u l d  be g r e a t e r  t h a n  the  p re s e n t  
v a lu e  o f  r e n t a l  p a y m e n t  d i s c o u n t s  t h a t  s e rve  as  i n c e n t iv e s  f o r  the  t e n a n t  to 
r e m a in .
76H o w c v e r ,  the  A m e r i c a n  Bar  A sso c ia t io n  [1987]  notes  t h a t  in f i x i n g  a t im e  
p e r i o d  f o r  a n  o p t i o n ’s v a l i d i t y ,  a b a l a n c e  a r i s e s  b e tw e e n  th e  l a n d l o r d ’s de s i r e  f o r  
s u f f i c i e n t  t im e  to f i n d  a new t e n a n t  a n d  the  t e n a n t ’s wish to k e e p  his e c o n o m ic  
cho ices  ope n  as  l a te  as  possib le  i n to  the  lease term.
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p a r t i c i p a n t s ,  Mc Co n n e l l  a n d  S c h a l l h e i m  d e v e l o p  a c o m p o u n d  o p t i on  mo d e l  to va lue  
t he  l ease  r e n e wa l  op t ion .
O p t i o n s  f o r  t he  lessee to e x t e n d  the  lease at  t he  c u r r e n t  l ease r a t e  a nd  
t e r ms  can  r e d u c e  the  u n c e r t a i n t y  o f  q u a s i - r e n t  a p p r o p r i a t i o n  by t he  l a n d l o r d  a nd  
l ower  t he  r i sk a s s oc i a t e d  w i t h  h o l d i n g  a poor l y  d i v e r s i f i e d  p o r t f o l i o  a n d  h a v i n g  
l i t t l e  g e o g r a p h i c  d i v e r s i f i c a t i o n .  T h e  t h r e a t  o f  a l a n d l o r d  q u a s i - r e n t  a p p r o p r i a t i o n  
o f  a t e n a n t ’s c u s t o m e r  base  a nd  goodwi l l  is r e d u c e d  because  t he  t e n a n t  can
e xe r c i s e  t he  o p t i o n  a n d  e x t e n d  t he  lease.  H a v i n g  a n  o p t i o n  to r e n e w  the  lease 
r e d u c e s  bus ines s  i n v e s t me n t  by the  t e n a n t  by not  h a v i n g  to g u a r a n t e e  a l onger  
t e r m lease,  F u r t h e r ,  an  op t i o n  to e x t e n d  the  lease r e d u c e s  t r a n s a c t i o n  costs 
a s s oc i a t e d  w i t h  r e l e a s i ng  or  l ea s i ng  a ne w space.  Th u s ,  i f  a t e n a n t ’s we a l t h  
p o r t f o l i o  is u n d i v e r s i f i c d  or  t he  t e n a n t  does  not  b e n e f i t  f r o m  the  s t a b i l i t y  o f  
m u l t i p l e  l oca t ions ,  t he n  h o l d i n g  an  o p t i o n  ve r sus  g r e a t e r  i n v e s t m e n t  w i t h  a l onger  
t e r m  lease wi l l  r ed u c e  the  n o n d i v e r s i f i c a t i o n  p rob lems .  T h u s ,  a s h o r t - t e r m  lease
wi t h  a n  o p t i on  to r e n e w  s hou l d  be used w h e n  the  p o t en t i a l  f o r  a c l i e n t ’s bus iness
d e v e l o p m e n t  is g r ea t ,  but  a l ong - t e r m o b l i g a t i o n  to p a y  r en t  wo u l d  c r e a t e  r isk 
b e a r i n g  pr ob lems .
A l t h o u g h  lease r e n e wa l  op t i ons  r ed u c e  lessee r i sk o f  q u a s i - r e n t
a p p r o p r i a t i o n ,  poor  p o r t f o l i o  d i v e r s i f i c a t i o n ,  a n d  no  g e o g r a p h i c  d i v e r s i f i c a t i o n ,  
t he  use o f  an  o p t i on  to r en e w p r o v i s i o n  expos es  t he  lessor  t o  g r e a t e r  r i sk.  At  the  
o r i g i n a l  l ease’s e x p i r a t i o n  da t e ,  t he  l a n d l o r d  is no t  f r e e  to l ease t he  s pace  to a 
t e n a n t  a t  t he  m a r k e t  ra t e ,  bu t  mus t  c h a r g e  a p r e d e t e r m i n e d  c o n t r a c t  rate .  In 
a d d i t i o n ,  t he  c o n t r a c t  r a t e  m a y  not  a d e q u a t e l y  r e f l e c t  t he  e f f e c t  o f  i n f l a t i o n . 76
76H o w e v e r ,  w i t h o u t  a n  o p t i on  to r en e w,  a " l a me- duc k"  t e n a n t  m a y  fo l l ow a 
c e r t a i n  p a t t e r n  o f  o p p o r t u n i s t i c  b e h a v i o r  w h e r e b y  he  d o e s n ’t r es t ock  hi s  s tore,  
a r r y  t he  l a t es t  i n v e n t o r y ,  or  m a i n t a i n  t he  premises .  T h i s  c ou l d  d e c r e a s e  t he  
l a n d l o r d ’s r ece i p t  o f  p e r c e n t a g e  r en t ,  i ncr ease  r e n o v a t i o n  e xpe ns e s  f o r  r e l eas ing,  
a n d  i m p a c t  t he  sales o f  o t h e r  m e r c h a n t s  l oca t ed  in t he  s h o p p i n g  c e n t e r .  Sec 
A m e r i c a n  Bar  As s oc i a t i on  [1987],
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R o b b i n s  a n d  S c h a t z b e r g  [1986] a n d  o t h e r  r e s e a r c h e r s  s ugges t  t ha t  w h e n  
t h e r e  is a n  o p t i o n  a t t a c h e d  to a f i n a n c i a l  i n s t r u m e n t  s t o c k h o l d e r s  [or pa r t i e s  to the 
c o n t r a c t ]  p a y  a t  t he  t i m e  o f  c o n t r a c t i n g  a n  a m o u n t  w h i c h  r e f l ec t s  t he  fu l l  va lue  
o f  t he  o p t i o n , 77 A s i m i l a r  a r g u m e n t  ca n  be m a d e  f o r  t he  i nc l u s i on  o f  a r e n e w a l  
o p t i o n  in a lease.  I f  a r e n e w a l  o p t i o n  is e f f e c t i v e  in r e d u c i n g  r i sk to a t ena n t ,  
t he n  the  i nc l u s i on  o f  a r e n e w a l  o p t i o n  s hou l d  be p r i ced  a t  t he  t ime  o f  con t r a c t i ng .  
Th u s ,  t he  va l ue  o f  a n  o p t i on  f o r  a lease e x t e n s i o n  s hou l d  be r e f l e c t e d  in r en t a l  
p a y me n t s .
H YPO T H ES IS  2: Lease renewal  options reduce lessee r isks , but expose
the lessor to increased risk, so a rental  premium  
should be charged  to the tenant .76
S ta n dards  o f  Tenant's Operat ion. To  i n su r e  a p r o p e r  t e n a n t  mix ,  the  
s h o p p i n g  c e n t e r  l a n d l o r d  r eq u i r e s  t h a t  t he  t e n a n t  use t he  l eased p r emi ses  for  
s p e c i f i e d  r e t a i l  p u r pos e s  only.  F u r t h e r m o r e ,  t he  l ease u s u a l l y  insists  t h a t  the 
t e n a n t  m a i n t a i n  its r e t a i l  space  a n d  c o n d u c t  i ts bus iness  in a m a n n e r  c ons i s t en t  
w i t h  t he  o t h e r  t enan t s .  P r ov i s i ons  a r e  o r d i n a r i l y  s pe c i f i c  a n d  d e m a n d  t ha t  the  
s to re  be ope n  f o r  c e r t a i n  hour s ,  sell  on l y  s p e c i f i e d  t ypes  o f  m e r c h a n d i s e  or  r e n d e r  
p a r t i c u l a r i z e d  serv i ces ,  h a v e  q u a l i t y  m e r c h a n d i s e ,  a n d  ha ve  a d e q u a t e  pe r s o n n e l , 79 
In a d d i t i o n ,  t he  lease u s ua l l y  c o n t a i n s  a p r ov i s i on  w h i c h  r eq u i r e s  t ha t  t he  bus iness  
o p e r a t e  c o n t i n u o u s l y  t h r o u g h o u t  t he  t e r m  o f  t he  lease d u r i n g  s t a n d a r d  s h o p p i n g
77R o b b i n s  a n d  S c h a t z b e r g  m a k e  thi s  o b s e r v a t i o n  w h e n  d i s c us s i ng  the 
v a l u a t i o n  o f  ca l l  o p t i o n s  a t t a c h e d  to c o r p o r a t e  bonds .  T h e  a u t h o r s  no t e  [p. 935] 
t ha t ,  ". . . t h e  i n c r e m e n t a l  c o m p e n s a t i o n  p r o v i d e d  to b o n d h o l d e r s  s hou l d  e xa c t l y  
o f f s e t  t he  va l ue  o f  t he  cal l  p r o v i s i o n  r e t a i n e d  by e q u i t y  holder s .  I n d i f f e r e n c e  
s h o u l d  obta in . "
78Th i s  is e q u i v a l e n t  to s t a t i n g  t ha t  t he r e  is "no f r e e  lunch."  If  t he  r e ne wa l  
op t i o n s  a r e  v a l u a b l e  t he n  t hey  s hou l d  sell f o r  pos i t i ve  pr ices .
7BT h e  A m e r i c a n  Bar  As s oc i a t i on  [1987] obs e r ve s  t h a t  a l a n d l o r d  be ne f i t s  
f r o m  p r o v i s i o n s  r e s t r i c t i n g  a t e n a n t ' s  use o f  t he  premises .  F o r  e x a m p l e ,  i f  a 
l a n d l o r d  loses a  t e n a n t  in a s h o p p i n g  c e n t e r  w i t h  a c e r t a i n  t e n a n t  mi x  a n d  seeks  to 
r e p l a c e  t he  t e n a n t  wi t h  a m e r c h a n t  o f  t he  s ame  v a r i e t y ,  t hen  a s t a n d a r d  o f  
o p e r a t i o n ’s c l aus e  wo u l d  g u a r a n t e e  t h a t  the ne w t e n a n t  w o u l d  sell  t he  i n t e n d e d  
m e r c h a n d i s e .
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c e n t e r  ho u r s  a n d  not  be closed.  A t e n a n t ’s u n a u t h o r i z e d  a b a n d o n m e n t  o f  t he  
p r e mi s e s  is a d e f a u l t .  In a  s h o p p i n g  c e n t e r ,  a  m e r c h a n t ’s f a i l u r e  to o p e r a t e  wi l l  
i mp a c t  t he  s to re  mix  a n d  t he  ove r a l l  c e n t e r ’s gross  sales.  F u r t h e r m o r e ,  e mp t y  
r e t a i l  s pace  p r e s e n t s  an  u n d e s i r a b l e  a p p e a r a n c e .  H o w e v e r ,  a c l aus e  is n o r ma l l y  
i n c l u d e d  w h i c h  excuses  t h e  t e n a n t  f r o m  s t a n d a r d s  o f  o p e r a t i o n  be c aus e  o f  s t r i kes ,  
ac t s  o f  Go d ,  etc .80
Standards  o f  Maintenance. T e n a n t s  h a v e  less i nc e n t i v e  to m a i n t a i n  assets  
t h a n  do  o w n e r s . 81 Lessors  a rc  a w a r e  o f  t h i s  a n d  wr i t e  c o v e n a n t s  to i nsur e  
m a i n t e n a n c e  a n d  upkeep .  T h e r e f o r e ,  m a n y  r e t a i l  leases  s t i pu l a t e  t he  s t a n d a r d s  o f  
space  use t ha t  a t e n a n t  mus t  meet .  Exp l i c i t  r e m e d i e s  f o r  d e f a u l t  w h i c h  a r e  o f t e n  
w r i t t e n  i n to  leases i n c l u d e  lease t e r m i n a t i o n  a n d / o r  t he  loss o f  s e c u r i t y  deposi t s .  
As t he  p r o b a b i l i t y  o f  t e n a n t  o p p o r t u n i s t i c  b e h a v i o r  o c c u r r i n g  i ncreases ,  more  
d e t a i l e d  p r o p e r t y  m a i n t e n a n c e  c o v e n a n t s  s hou l d  be i n c o r p o r a t e d  in to  a lease.
Minimum Level  o f  Inputs . Some m e r c h a n t s  wi l l  f r c e - r i d e  on the  l a n d l o r d  by 
d e l i b e r a t e l y  u n d e r - a d v e r t i s i n g  a n d  p u r c h a s i n g  i n a d e q u a t e  i n s u r a nc e .  Lease 
c o v e n a n t s  us ua l l y  r e q u i r e  m i n i m u m  e x p e n d i t u r e s  on a d v e r t i s i n g  a n d  i n s u r a n c e  so 
as to lessen thi s  f r e e - r i d e r  p r o b l e m . 83 Th u s ,  l ease c o v e n a n t s  r e g a r d i n g  a d v e r t i s i n g  
a n d  i n s u r a n c e  f o r c e  a t e n a n t  to f a c e  t he  fu l l  e c o n o mi c  cost  o f  his be ha v i o r .
Secur i ty  Deposi t  a n d  Late Payment  C h arees . C o n t r a c t u a l  p r ov i s i ons  
r e q u i r i n g  s e c u r i t y  depos i t s  or  l a t e  c ha r ge s ,  w h i c h  c a n  p e n a l i z e  t he  lessee for  
u n w a n t e d  o p p o r t u n i s t i c  b e h a v i o r ,  r e d u c e  lessor  u n c e r t a i n t y  a n d  a r e  a l t e r n a t i v e s
80T h e  c o u r t  sys t em t h r o u g h  case  r u l i ngs  has  n a r r o w l y  d e f i n e d  act s  o f  God.  
T h e  r u l i ng s  ha ve  d e e me d  h u r r i c a n e s ,  t o r na doe s ,  a n d  o t h e r  m a j o r  c a t a s t r o p h e s  as 
ac t s  o f  God .  See F r i e d m a n  [1983],
81lt  is i m p o r t a n t  to no t e  t h a t  t e n a n t  se l ec t i on  m a y  al so a f f e c t  o p e r a t i n g
costs.  C a r e f u l  t e n a n t  s e l ec t i on  u s ua l l y  me a ns  l ower  costs  f o r  m a i n t e n a n c e  a n d
r e n o v a t i o n s .  T h u s ,  a l a n d l o r d  w h o  spec i a l i zes  in a c e r t a i n  t ype  o f  p r o p e r t y  a nd
t e n a n t  m a y  be a b l e  to r ed u c e  d e f a u l t  costs  as wel l  as m a i n t e n a n c e  a n d
m a n a g e m e n t  expenses .
83In a d d i t i o n ,  Ma y e r s  a n d  S mi t h  [1981] not e  t h a t  r e q u i r i n g  t e n a n t s  to 
p u r c h a s e  t h e i r  o w n  i n s u r a n c e  a l l ows  f o r  i nc r e a s e d  t e n a n t  m o n i t o r i n g  by an  
i n s u r a n c e  c o m p a n y .
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o f t e n  u s e d  to e c o n o m i z e  on l i t i ga t i on  e xpenses . 83 La t e  p a y m e n t  c h a r g e s  a r e  owe d  
whe n  r e n t a l  p a y m e n t s  a r c  o ve r due .  Since  mos t  r e t a i l  leases c o n t a i n  p r ov i s i ons  
wh i c h  r e q u i r e  u n p a i d  r en t  to i n c u r  i n t e r es t  a t  t he  p r i m e  r a t e  or  b e t t e r  t h e n  a l at e  
p a y m e n t  c h a r g e  se rves  as a p e n a l t y . 84 Thus ,  t he  l a t e  p a y m e n t  c h a r g e  or  p e n a l t y  is 
s e p a r a t e  f r o m ,  a n d  is in a d d i t i o n  to,  t he  a c c r u e d  i n t e r es t  on  t he  r e n t a l  p a y m e n t  
not  r ece i ved .  La t e  p a y m e n t  c h a r g e s  d i s c o u r a g e  t he  u n t i m e l y  p a y m e n t  o f  r en t  a nd  
e f f e c t i v e l y  serve  as a d d i t i o n a l  s e cu r i t y  t h a t  r en t a l  p a y m e n t s  wi l l  o c c u r  in a t ime l y  
m a n n e r .
S m i t h  a n d  W a k e m a n  [1985] i n d i c a t e  t h a t  a s e c u r i t y  de pos i t  a n d  lat e  
p a y m e n t  c ha r ge s  g u a r a n t e e  t he  lessee’s m o n t h l y  r e n t a l  pa y me n t s .  In a d d i t i o n ,  a 
s e c u r i t y  de pos i t  e n c o u r a g e s  t he  m a i n t e n a n c e  a n d  t i me l y  r e t u r n  o f  t he  p r emi ses  by 
t he  t ena n t .  I f  t he  l eased space  is not  r e t u r n e d  in good c o n d i t i o n  or  t he  t e n a n t  
docs  not  vaca t e  t he  pr emi ses  by the  lease t e r m i n a t i o n  da t e ,  t hen  the  s e c u r i t y  
de pos i t  is used to c o m p e n s a t e  t he  l and l o r d .  T h u s ,  i f  a lease p r ov i s i on  l eads  to 
d e c r e a s e d  u n c e r t a i n t y  for  a l a n d l o r d  t h r o u g h  the  r e d u c t i o n  o f  o p p o r t u n i s t i c  
b e h a v i o r  by a lessee,  t hen  the  l a n d l o r d  can be e x p e c t e d  to r ec e i ve  l ower  lease 
p a y m e n t s  t h a n  o t h e r  l a n d l o r d s  w i t h  leases on s i m i l a r  asset s  bu t  w i t h o u t  these 
b e n e f i c i a l  p r ov i s i ons . 85 By c on t r a s t ,  i f  a l ease p r ov i s i on  c r e a t e s  i nc r e as e d  
u n c e r t a i n t y  f o r  a l a n d l o r d  by a l l o w i n g  o p p o r t u n i s t i c  b e h a v i o r  by a lessee,  t hen  
b u i l d i n g  o w n e r s  m a y  be e x p e c t e d  to r ece ive  h i g h e r  l ease p a y m e n t s  t h a n  o t h e r
o a
P r o v i n g  c o n t r a c t  v i o l a t i ons  for  legal  r e m e d i e s  ca n  be cost ly.
A  A
See F r i e d m a n  [1983] f o r  a d i scuss i on  of  t he  p e n a l t y  a s pec t s  o f  l ate 
p a y m e n t  charges .
ja c
It c a n  be a r g u e d  t h a t  late p a y m e n t  c h a r g e s  de c r e a s e  t he  p r o b a b i l i t y  o f  
d e f a u l t .  As a c o n s e q u e n c e ,  d e f a u l t  p r e m i u m s  a r e  l ower  a n d ,  t h e r e f o r e ,  r en t s  a r c  
lower .  T h i s  a r g u m e n t  can  be e xpr e s s e d  as:
C -  r + d
wh e r e
C = c o n t r a c t  r en t  
r » r en t  f o r  A A A  t e n a n t
d = d e f a u l t  p r e m i u m ,  i n c l u d i n g  l a t e  cha r ge s ,  etc.
T h e  d e f a u l t  p r e m i u m  is a d j u s t e d  f o r  late  c h a r g e s  because  as t hey  r e duc e  the 
p r o b a b i l i t y  o f  d e f a u l t ,  d e f a u l t  p r e m i u m s  wil l  be l ower .
51
lessors  o f  s i mi l a r  space  bu t  a b s e n t  d e t r i m e n t a l  l ease p r ovi s i ons .  Smi t h  a nd  
W a k e m a n  al so no t e  t h a t  use o f  a s e c u r i t y  depos i t ,  l a t e  c ha r ges ,  or  o t h e r  m o n i t o r i n g  
p r o v i s i o n s  wi l l  o c c u r  w h e n  it is easy  to i nspec t  t he  l eased p r o p e r t y  f o r  misuse.  
Si nce  r e t a i l  s pace  is eas i l y  i n s pe c t ed  by  p r o p e r t y  m a n a g e r s ,  m o n i t o r i n g  p r ov i s i ons  
to p r o t ec t  t he  p r o p e r t y  a re  m o r e  l ike ly  to be observed.®6
H YPOT H ESIS  i :  Late payment  charges decrease  rent because the
landlord's  uncertainty  sidrrounding tenant  
opportunist ic  behavior is reduced.
Rent Escalat ion. A l a n d l o r d  f a v o r s  i nc l us i on  o f  a r en t  e s c a l a t i on  p r ov i s i on  
as a he dge  a g a i n s t  t he  l a n d l o r d ’s i ncome  be i ng  e r o d e d  by  u n a n t i c i p a t e d  i n f l a t i o n . 87 
C o m m o n  e s c a l a t i on  p r o v i s i o n s  t ha t  p r o v i d e  f o r  i nc r e as e d  r e n t  o v e r  t he  lease t e r m 
a r c  the " s t ep-up  rent , "  t he  " i ndexed"  r en t ,  a nd  r e - a p p r a i s a l . 88 Wi th t he  s t e p - up  
ren t ,  t he  f i x e d  r e n t  is p e r i o d i ca l l y  i nc r e a s e d  ove r  the  l ease  t e r m in p r e - e s t a b l i s he d  
a moun t s .  T h e  i n d e x e d  r en t  a l l ows  the  f i x e d  r en t  to f l u c t u a t e  (or  on l y  i ncrease )  
a l ong  w i t h  an  e x t e r n a l  s t a n d a r d  or  i ndex.  T h e  e x t e r n a l  s t a n d a r d  or  i ndex  is 
u sua l l y  an  e c o n o m i c  i n d i c a t o r  such  as t he  C o n s u m e r  P r i c e  I n d e x  (CPI) .88 U n d e r  
t he  r e - a p p r a i s a l  e s c a l a t i on  me t ho d ,  t he  f i x e d  r en t  is p r e d e t e r m i n e d  by a n  a p p r a i s e r  
d u r i n g  the  lease t erm.  A l t h o u g h  the  r c - a p p r a i s a l  m e t h o d  ca n  p r o v i d e  more  exac t
BflSome  l eased asset s  such as a u t o m o b i l e s  a r e  not  eas i l y  i nspec t ed.  
T h e r e f o r e ,  w i t h o u t  t he  b e n e f i t s  o f  easy  i nspec t i on ,  m o n i t o r i n g  p r o v i s i o n s  m a y  not  
be present .  H o w e v e r ,  t h e  costs  o f  a l an d l o r d ' s  c x - a n t c  e x p e c t a t i o n s  of  
o p p o r t u n i s t i c  b e h a v i o r  by the  lessee wo u l d  be i n c o r p o r a t e d  i n to  t he  l ease r a t es  or 
i n s u r a n c e  w o u l d  ha ve  to be p r o v i d e d  by the  lessee.
87F r i e d m a n  [1987] not es  t h a t  p r o p e r t y  t ax  a n d  o p e r a t i n g  e x p e n s e  e s ca l a t i on  
a r c  t wo  f a c t o r s  w h i c h  can  r e d u c e  t he  l a n d l o r d ’s i ncome  s t r eam.
88See A m e r i c a n  Bar  As s oc i a t i on  [1987] a n d  F r i e d m a n  [1987] f o r  more  
i n f o r m a t i o n .
88A l t h o u g h  the  CPI  doe s  not  neces sa r i l y  m a t c h  c h a n g e s  in t he  v a l u e  o f  real  
p r o p e r t y  a n d  r e n t a l  rates ,  t he  A m e r i c a n  Bar  As s oc i a t i on  [1987]  obs e r ve s  t ha t  it is 
c o m m o n l y  used  b e c a us e  it is w i d e l y  p u b l i s h e d  a n d  easy  to empl oy .  T h e  CPI  is 
d e t e r m i n e d  by t he  Bur e a u  o f  L a b o r  S t a t i s t i cs  o f  t he  U n i t e d  St a tes  D e p a r t m e n t  o f  
La bor .  S e p a r a t e  CPI  i nd i ces  a r e  p u b l i s h e d  f o r  m a j o r  u r b a n  areas .
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e s t i ma t e s  o f  r e n t a l  va l u e  t h a n  t h e  s t e p - u p  or  i n d e x e d  m e t ho d s ,  it r eq u i r e s  g r e a t e r
t i me  f o r  e x e c u t i o n  a n d  is mor e  cost ly.
A r en t  e s c a l a t i o n  p r o v i s i o n  e f f e c t i v e l y  t r a n s f e r s  some,  i f  not  al l ,  t he
i n f l a t i o n  r i sk a s s oc i a t e d  w i t h  o p e r a t i n g  the  p r o p e r t y  f r o m  t he  l a n d l o r d  t o  the
t ena n t .  T h u s ,  a r en t  e s c a l a t i on  p r ov i s i on  t r a n s f e r s  u n c e r t a i n t y  f r o m  the  l a n d l o r d  
to t he  t en a n t .
H Y P O T H E S IS  J: A rent escalat ion provision reduces uncertainty  fo r
the land lord  but increases  uncertainty  f o r  the tenant,  
so that a rental  discount  should result.
Rental  Concession.90 A t e n a n t  is e xpos ed  to c o n s i d e r a b l e  e x p e n s e  w h e n  
o p e n i n g  a ne w store.  The s e  costs  i n c l u d e  a t t o r n e y ’s a n d  a r c h i t e c t ’s fees,  
c o m m i t m e n t s  f o r  t he  p u r c h a s e  o f  f i x t u r e s  a n d  i n v e n t o r y ,  t y i n g  u p  w o r k i n g  cap i t a l ,  
etc.  In a r e t a i l  lease,  t he  l a n d l o r d  t yp i c a l l y  agrees  to d e l i v e r  space  to a t e n a n t  by 
a c e r t a i n  da t e .  T h e r e f o r e ,  i f  t he  d e a d l i n e  f o r  c o n s t r u c t i o n  c o m p l e t i o n  a nd  
p r emi s e s  d e l i v e r y  to t he  t e n a n t  is not  met  by the  l an d l o r d ,  t he  t e n a n t  is expos ed  to 
a d d i t i o n a l  expenses .  Th e s e  a d d i t i o n a l  costs  w h i c h  i n c l u d e  lost  a d v e r t i s i n g  a n d  
bus i nes s  e f f e c t i v e l y  i nc r e as e  t he  t e n a n t ’s r en t a l  r a t e  a n d  a re  a q u a s i - r e n t  
a p p r o p r i a t i o n  by the  l and l o r d .  H o w e v e r ,  a r e n t a l  concess i on  w h i c h  g r a n t s  the 
t e n a n t  l owe r  r e n t  as c o m p e n s a t i o n  f o r  t he  l at e  d e l i v e r y  o f  s pace  se rves  as a 
d e t e r r e n t  to s uc h  o p p o r t u n i s t i c  b e h a v i o r . 91 P r ov i s i ons  f o r  r e n t a l  concess i ons  can  
al so p r o v i d e  f o r  r e d u c e d  r e n t  by reason  o f  a m a j o r  t e n a n t ’s f a i l u r e  to ope n  for  
bus i nes s  or  to c o n t i n u e  o p e r a t i o n , 91 or  be c aus e  t he  l a n d l o r d  v i o l a t e s  o t he r
^ T h c s e  a r e  r en t a l  c oncess i ons  g r a n t e d  a f t e r  t he  lease ha s  been  e x e c u t e d  a n d  
a r c  not  r e l a t e d  to r en t a l  d i s c o u n t s  or  l ower  r en t s  g i ven  by the  l a n d l o r d  to a t t r a c t  
t e n a n t s  to a s h o p p i n g  c e n t e r  or  o f f i c e  bu i l d i ng .
01A d d i t i o n a l I y ,  t he  loss o f  r e n t a l  r e v e n u e s  by the  l a n d l o r d  se rves  as an  
i n d u c e m e n t  by t he  l a n d l o r d  to p r o v i d e  t he  f i n i s h e d  s pace  in a t i me l y  m a n n e r .
9SA c c o r d i n g  to S t a m b a u g h  [1978],  r e t a i l  t en a n t s  l oca t ed  nex t  to or  n e a r  a 
m a j o r  d e p a r t m e n t  s to r e  t h a t  closes  can  f ace  d i sas t e r .  T h i s  has  been  an 
u n f o r t u n a t e  r e a l i t y  f o r  s tores  l oca t ed  nex t  to or  n e a r  Woolco d e p a r t m e n t  stores.
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c o v e n a n t s  in t h e  lease.03 T h u s ,  a l a n d l o r d  is e x pos e d  to a d d i t i o n a l  u n c e r t a i n t y  
wi t h  a r e n t a l  c onces s i on  p r ov i s i on .  T h e  r en t a l  va l u e  o f  a p r emi ses  w o u l d  be 
l es sened  to t he  e x t e n t  t ha t  a l a n d l o r d ’s r e n t a l  s t r e a m  is r e d u c e d  o r  i n t e r r u p t e d  by 
a r e n t a l  concess ion .
H Y P O T H E S IS  5: A landlord rental  concession provision reduces tenant  
risk, hut increases uncertainty  for  the landlord, so a 
rental  premium should he charged .94
Restr ic tions on Subleas ing . C o m m e r c i a l  l eases  u s u a l l y  c o n t a i n  p r ov i s i ons  
t h a t  r es t r i c t  or  l i mi t  t he  a b i l i t y  o f  a t e n a n t  to t r a n s f e r  or  s ub l eas e  s pace  to 
a n o t h e r  t ena n t .  Th i s  r e s t r i c t i on  a l l ows  f o r  a mor e  e f f e c t i v e  b o n d i n g  b e t w e e n  the  
l a n d l o r d  a n d  t he  t e n a n t  s ince  a n y  u n f o r e s e e n  use o f  t he  space  c ou l d  be 
d e t r i m e n t a l  to t he  l a n d l o r d  as wel l  as o t h e r  t enant s .
Cancel lat ion Provisions. Re t a i l  leases s o me t i me s  c o n t a i n  a c a n c e l l a t i o n  
p r ov i s i on  w h i c h  a l l ows  t he  l a n d l o r d  a n d / o r  t e n a n t  t he  r i gh t  to c a nce l  t he  lease 
p r i o r  to i ts e x p i r a t i o n .  C a n c e l l a t i o n  r i g h t s  a r c  u s ua l l y  f o u n d  w h e n  t he  l an d l o r d ,  
t he  t e n a n t ,  or  b o t h  p a r t i e s  a r e  u n s u r e  o f  t he  o t h e r  c o n t r a c t i n g  p a r t y ’s a b i l i t y  to 
f u l f i l l  t he  o b l i g a t i o n s  o f  t he  lease.  A c a n c e l l a t i o n  p r ov i s i on  a l l ows  e i t h e r  or  bo t h  
p a r t i e s  to e n d  t he  a g r e e m e n t  w i t h o u t  e x p o s u r e  to a d d e d  l i ab i l i t y  or  r isk.  C o p e l a n d  
a n d  Weston [1982J obs e r ve  t h a t  a t e n a n t  c a n c e l l a t i o n  c l ause  is r ea l l y  a p u t  he ld  by 
the  lessee.  T h u s ,  a l a n d l o r d  c a n c e l l a t i o n  f e a t u r e  wo u l d  r ea l l y  be a cal l  he ld  by the 
lessor .96
93ln  t he  e v e n t  o f  d a m a g e  by f i r e  or  o t h e r  h a z a r d  to t he  p r e mi s e s  or  t he  
p r o p e r t y  is c o n d e m n e d ,  t he  f i x e d  r en t  is n o r m a l l y  a b a t e d .  See F r i e d m a n  [1983],
94In o r d e r  f o r  t he  r e n t a l  c onces s i on  to be a n  e f f e c t i v e  d c t c r a n t  to u n w a n t e d
lessor  b e h a v i o r ,  t he  p r e s e n t  va lue  o f  t he  r en t a l  concess i on  has  to be g r e a t e r  t h a n  
t he  p r e s e n t  v a l u e  o f  t he  r e n t a l  p r e m i u m s  to be pa id .
96C o p e l a n d  a n d  Weston [1982] use a b i n o mi a l  o p t i o n  p r i c i n g  mode l  to va l ue  
t he  lessee c a n c e l l a t i o n  c l aus e  o r  p u t  a s s oc i a t e d  w i t h  o p e r a t i n g  leases.  S i nce  the 
va l u e  o f  t he  pu t  va r i e s  w i t h  bo t h  t he  i nc r e as e d  u n c e r t a i n t y  o f  t he  l eased a s se t ’s 
r e p l a c e m e n t  v a l u e  a n d  de c r e a s es  w i t h  t he  r i s k f r e e  r a t e  o f  i n t e r es t ,  i n d i v i d u a l  
e s t i ma t e s  o f  t he  pu t ' s  va l ue  wo u l d  h a v e  to be d e t e r m i n e d  f o r  e a c h  l eased asset.  
T h e  s a me  w o u l d  a l so hol d  t r u e  f o r  t he  lessor  c a n c e l l a t i o n  r i gh t  or  call .
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Lee,  M a r t i n ,  a n d  S e n c h a c k  (1982] s how how t h e  c o n t r a c t i n g  costs  of  
m o n i t o r i n g  a  l eased asset ' s  use a n d  m a i n t e n a n c e  a r e  r e d u c e d  by the  i nc l us i on  o f  
cal l  op t ions .  T h e  c a n c e l l a t i o n  p r ov i s i ons  a l l ow the  l a n d l o r d  to r e c a p t u r e  t he  
l eased asset  a f t e r  t he  o c c u r r e n c e  o f  a n  u n w a n t e d  e v e n t  o r  t he  t e n a n t  d e f a u l t s . 96 
T h e s e  u n w a n t e d  e ve n t s  or  t e n a n t  d e f a u l t s  i n c l u d e  p e r c e n t a g e  r en t s  no t  be i ng  
r e c e i v e d  f r o m  t h e  t e n a n t  or  d r o p p i n g  be l ow a s p e c i f i e d  level  f o r  a c e r t a i n  pe r i od  
of  t ime,  t he  l essee’s bus ines s  be i ng  c losed f o r  severa l  c o n s e c u t i v e  days ,  a n d  the 
lessee f a i l i n g  to o p e r a t e  hi s  r e t a i l  e s t a b l i s h m e n t  wh i l e  o t h e r  s h o p p i n g  c e n t e r  s tores  
a r c  open,
H Y P O T H E S IS  6: Landlord cancel lat ion rights lower uncertainty  for
the landlord and decrease  rent.
Com mon Area Maintenance. Prov i s i ons  r e q u i r i n g  c o n t r i b u t i o n s  to c o m m o n  
a r ea  m a i n t e n a n c e  by the  t e n a n t  a r e  o f t e n  i n c l u d e d  in r e t a i l  leases.97 A l t h o u g h  
c o m m o n  a r e a  m a i n t e n a n c e  is e s sen t i a l l y  a pu b l i c  good a n d  m a y  t h e r e f o r e  not  be in 
t he  l essee’s best  i n t e r e s t  to p a r t i c i p a t e  in t he  cost  s i nce  he w o u l d  r ece i ve  the 
b e n e f i t s  a n y w a y ,  t he  lessee can  be m o r e  sure  t h a t  t he  d u t y  wi l l  be p e r f o r m e d  i f  he 
s ha re s  in t he  expense .  T h u s ,  it is in t he  lessee’s best  i n t e r es t  to p a r t i c i p a t e  in the  
cos t  o f  t he  m a i n t e n a n c e  so as to e n s u r e  t h a t  t he  c o m m o n  a r e a s  a r c  p r ope r l y  
m a i n t a i n e d . 98 F u r t h e r ,  s i nce  the s h o p p i n g  c e n t e r  o w n e r  a n d  t e n a n t s  b e n e f i t  f r o m  
c o m m o n  a r e a  q u a l i t y ,  a s h a r i n g  o f  t hese  e xpenses  r esu l t s  in bo t h  p a r t i e s  h a v i n g  an 
i n c e n t i v e  to u p k e e p  c o m m o n  areas .
^ T h e  A m e r i c a n  Bar  As s oc i a t i on  [1987]  o bs e r ve s  t h a t  a l a n d l o r d  c a n c e l l a t i o n  
p r o v i s i o n  p r o v i d e s  g r e a t e r  p r o t e c t i o n  a ga i n s t  u n w a n t e d  lessee b e h a v i o r  t h a n  a sui t  
f o r  d a m a g e s  or  i n j u c t i v c  rel i ef .
97C o m m o n  a r e a  m a i n t e n a n c e  c h a r g e s  a r e  u s ua l l y  a l l oc a t e d  to t he  t en a n t s  
bas ed  upon  the  r a t i o  o f  t he  t e n a n t ’s s q u a r e  f oo t  a r e a  to t he  r e n t a b l e  a r e a  o f  t he  
s h o p p i n g  cen t e r .  S p e c i f i c  i t ems  o f  c o m m o n  a r e a  e x p e n s e  i n c l u d e  h e a t i n g ,  a i r -  
c o n d i t i o n i n g ,  l i gh t i ng ,  c l e a n i ng ,  f i r e  a n d  s e c u r i t y  p r o t e c t i o n ,  u t i l i t i e s ,  l an d s c a p e  
m a i n t e n a n c e ,  s now r em o v a l ,  a n d  l i a b i l i t y  i n su r a nc e .
n o
F o l l o w i n g  Sm i t h  a n d  W a k c m a n ’s [1985] e x a m p l e ,  c o n t r i b u t i o n s  to c o m m o n  
a r e a  m a i n t e n a n c e  can  be c o n s i d e r e d  a f o r m  o f  m e t e r i n g  be c aus e  it p e r m i t s  the  
l a n d l o r d  to b i n d  the  q u a l i t y  o f  t he  c o m m o n  a r ea  to t he  t e n a n t ’s use.
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D e fa u l t . A p r ov i s i on  r e g a r d i n g  d e f a u l t  by t he  t e n a n t  is u s ua l l y  w r i t t e n  
i n t o  a lease.  T h e  A m e r i c a n  Bar  As s oc i a t i on  [1987] wr i t e s  t h a t  a wel l  d r a f t e d  
d e f a u l t  c l a u s e  wi l l  g i ve  t he  l a n d l o r d  t he  o p t i o n  to d e c l a r e  t he  t e n a n t  in d e f a u l t  
a f t e r  t he  t e n a n t  f a i l s  to c o m p l y  wi t h  t he  l ease’s c o v e n a n t s  a n d  a g r e e me n t s .  For  
e x a mp l e ,  a t e n a n t ' s  b r e a c h  o f  c o v e n a n t s  to pay  r en t ,  m a i n t a i n  m e m b e r s h i p  in the  
m e r c h a n t ' s  a s s oc i a t i on ,  to be open  f o r  bus iness ,  c o n t i n u o u s l y  o p e r a t e  d u r i n g  
r e q u i r e d  pe r i ods ,  or  c omp l y  wi t h  all  laws,  c ons t i t u t e s  a d e f a u l t .  A f t e r  a t en a n t  
ha s  c o m m i t t e d  a d e f a u l t  a n d  f a i l e d  to cu re  it,  t he  l a n d l o r d  c a n  t he n  t ake  a ny  
s e c u r i t y  depos i t ,  m a k e  a n y  pe r mi s s i b l e  late cha r ge s ,  or  seek o t h e r  r emedi es ,  
i n c l u d i n g  t a k i n g  t he  space  back ,  lease t e r m i n a t i o n ,  ev i c t i on ,  l egal  p r oce e d i ngs ,  
l i q u i d a t e d  d a ma g e s ,  a c c e l e r a t i o n  o f  r en t ,  a n d  c o m p e n s a t i o n  f o r  e x p e n s e s  such as 
r e l ea s i ng  costs  a n d  b r o k e r a g e  a n d  a t t o r n e y s  fees.  H o w e v e r ,  l a n d l o r d s  m a k e  ex- 
a n t e  j u d g m e n t s  r e g a r d i n g  the  d e f a u l t  r i sk o f  a t e n a n t  d u e  to f i n a n c i a l  d i s t r ess  a nd  
i n c o r p o r a t e  t he  r i sk i n to  t he  lease r en t a l  pa yme n t .
S h o p p i n g  c e n t e r  l a n d l o r d s  m a k e  e x - a n t e  j u d g m e n t s  a b o u t  t he  c r ed i t  
w o r t h i n e s s  o f  t he  r e t a i l  t e n a n t  in o r d e r  to a l l oca t e  d e f a u l t  r i sk by s e t t i ng  lease 
r a t es  wh i c h  c o m p e n s a t e  t he  l a n d l o r d  f o r  t he  e xpe c t e d  losses f r o m  d e f a u l t  o f  the  
m e r c h a n t , 90 I f  t he  c r e d i t  wo r t h i n e s s  o f  t he  lessee is good  t hen  t he  u n c e r t a i n t y  
s u r r o u n d i n g  t he  l an d l o r d ' s  r ec e i p t  o f  f u t u r e  r e n t a l  p a y m e n t s  wo u l d  be dec reased .  
Wi th d e c r e a s e d  u n c e r t a i n t y  a b o u t  r en t a l  p a y m e n t  r ece i p t ,  t h e  l a n d l o r d  can  be 
e x p e c t e d  to c h a r g e  l ower  lease p a y m e n t s  t ha n  o t h e r  leases  on s i m i l a r  asset s  wh i c h  
ha ve  lessees o f  h i g h e r  d e f a u l t  r isk.  In c on t r a s t ,  i f  t he  c r e d i t  w o r t h i n e s s  o f  t he  
lessee is bad  t he n  the  u n c e r t a i n t y  s u r r o u n d i n g  the  l a n d l o r d ’s r ece i p t  o f  f u t u r e
" S c h a l l h c i m ,  J o h n s o n ,  Lease,  a n d  Mc Conne l l  [1987] obs e r ve  t h a t  
i n f o r m a t i o n  a s y m m e t r i e s  b e t w e e n  the  lessor  a n d  the  lessee ca n  exi s t  w h i c h  c ou l d  
a f f e c t  lease rat es .  I f  t he  lessor  has  p e r f e c t  i n f o r m a t i o n  a b o u t  t he  f i n a n c i a l  s t a t us  
o f  t he  lessee t h e n  lease p a y m e n t s  s h o u l d  be pos i t i ve l y  r e l a t e d  to t he  lessee’s 
d e f a u l t  p o t e n t i a l .  Wi t hou t  p e r f e c t  i n f o r m a t i o n ,  l ease p a y m e n t s  wo u l d  be 
pos i t i ve l y  r e l a t e d  to t he  l ack  o f  lessee c r e d i t  i n f o r m a t i o n ,  a l ong  wi t h  be ing  
a f f e c t e d  by the  d e f a u l t  r i sk o f  t he  t enan t .
56
r e n t a l  p a y m e n t s  w o u l d  be  i nc r e a s e d .  Wi t h  i n c r e a s e d  u n c e r t a i n t y  a b o u t  r e n t a l  
p a y m e n t  r e c e i p t ,  t he  l a n d l o r d  c a n  be e x p e c t e d  to c h a r g e  h i g h e r  l ease  p a y m e n t s  
t h a n  o t h e r  l eases  on s i m i l a r  a s se t s  w h i c h  h a v e  l essees o f  l o w e r  d e f a u l t  r isk.
T h e  U r b a n  L a n d  I n s t i t u t e  [1987]  d e s c r i b e s  t h r e e  ba s i c  r e t a i l  t e n a n t  types:  
n a t i o n a l  c h a i n ,  local  c h a i n ,  a n d  i n d e p e n d e n t  s tore .  T h e  t h r e e  t e n a n t  t ype s  a r e  
o b j e c t i v e  p r o x i e s  f o r  t he  t e n a n t ’s c r e d i t  w o r t h i n e s s  a n d  o p e r a t i o n a l  e x p e r i en c e .  
T e n a n t s  w h o  a r e  mo r e  c r e d i t  w o r t h y  a n d  h a v e  g r e a t e r  o p e r a t i o n a l  e x p e r i e n c e  
s h o u l d  h a v e  l o w e r  d e f a u l t  r i s k . 100 N a t i o n a l  c h a i n  s to res  s uc h  as  T h e  L i m i t e d  or  
R a d i o  S h a c k  n o r m a l l y  h a v e  s t r o n g  b a l a n c e  shee t s  a n d  e x t e n s i v e  o p e r a t i o n a l  
e x p e r i e n c e .  T h e  U r b a n  L a n d  I n s t i t u t e  c l a s s i f i e s  a n a t i o n a l  c h a i n  s t o r e  as  h a v i n g  
o p e r a t i o n s  in f o u r  or  mo r e  m e t r o p o l i t a n  a r e a s  w h i c h  a r c  s i t u a t e d  in t h r e e  or  m o r e  
s ta t es .  T h e  i n d e p e n d e n t  t e n a n t  k n o w n  as t he  "Moms  a n d  Pops"  a r e  a t  t he  o p p o s i t e  
e n d  o f  t he  t e n a n t  s p e c t r u m  a n d  h a v e  q u e s t i o n a b l e  b a l a n c e  s hee t s  a n d  l i m i t e d  
o p e r a t i o n a l  e x p e r i e n c e .  T h e  U r b a n  L a n d  I n s t i t u t e  d e s c r i b e s  a n  i n d e p e n d e n t  s to r e  
as a b u s i n e s s  o p e r a t i n g  not  m o r e  t h a n  t w o  o u t l e t s  w h i c h  a r c  l o c a t ed  in one  
m e t r o p o l i t a n  a r e a .  T h e  local  c h a i n  s t o r e s  f a l l  in b e t w e e n  t he  n a t i o n a l  c h a i n  s tore  
a n d  t he  i n d e p e n d e n t  o p e r a t o r  in t e r m s  o f  c r e d i t  w o r t h i n e s s  a n d  o p e r a t i o n a l  
e x p e r i e n c e .  T h e r e f o r e ,  l a n d l o r d s  a r e  e x p e c t e d  to c h a r g e  l o w e r  r en t  f o r  a n a t i o n a l  
a n d  local  c h a i n  s to r e  t e n a n t  t h a n  o t h e r  l eases  on s i m i l a r  s t o r e  s pa ce  w h i c h  ha ve  
i n d e p e n d e n t  t e n a n t s  as  lessees.  In a d d i t i o n ,  l o w e r  r e n t a l  r a t e  c h a r g e s  s h o u l d  ex i s t  
f o r  n a t i o n a l  a n d  local  c h a i n  s t o r e  t e n a n t s  e v e n  in t he  p r e s e n c e  o f  i n f o r m a t i o n  
a s y m m e t r i e s  b e t w e e n  the  lessor  a n d  t h e  lessee,  b e c a u s e  l a r g e r  t e n a n t s  h a v e  m o r e
100A d d i t i o n a l l y ,  c r e d i t  w o r t h y  t e n a n t s  s u c h  as  n a t i o n a l  a n d  local  c h a i n  
s to res  m a y  b e n e f i t  f r o m  t he  s t a b i l i t y  o f  g e o g r a p h i c  d i v e r s i f i c a t i o n  a n d  l a r ge r  
w e a l t h  po r t f o l i o s .
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q u a l i t y  i n f o r m a t i o n  w h i c h  l owers  d e f a u l t  r i s k . 101 T h u s ,  r e n t a l  d i s c o u n t s  a nd  
p r e m i u m s  s e r ve  to a l l oc a t e  t he  t e n a n t ’s d e f a u l t  r i sk by c o m p e n s a t i n g  t he  l a n d l o r d  
f o r  t he  d e f a u l t  r i sk t ha t  he  bears .  Also,  a n a t i o n a l  c h a i n  s tore  w o u l d  be 
a n t i c i p a t e d  to h a v e  a g r e a t e r  r en t a l  d i s c o u n t  t h a n  a local  c h a i n  s tore  be c aus e  its 
c r e d i t  w o r t h i n e s s  a n d  o p e r a t i o n a l  e x p e r i e n c e  wo u l d  be g r e a t e r  o n - a v e r a g e  t ha n  a 
local  c h a i n  s to r e  102
H YPO T H ES IS  7: National chain and local chain store tenants should
receive rental  discounts  because o f  the lower de fau l t  
risk associa ted with their cred i t  worthiness and  
operat ional  experience.  National  chain store tenants  
should be given a greater  discount.
Shopper D raw s . A l t h o u g h  a d d r e s s e d  i n d i r e c t l y  by t he  r e n t  to be pa i d  
p r ov i s i on ,  w h e t h e r  or  not  a t e n a n t  is d e e me d  by the  l a n d l o r d  to be a s h o p p i n g  
c e n t e r  c u s t o m e r  d r a w  is a n  i m p o r t a n t  aspec t  o f  t he  r e t a i l  lease.  S u p e r m a r k e t s ,  
d r u g  s tores ,  a n d  d r y  c l e a n e r s  a rc  e x a m p l e s  o f  s tores  t h a t  a t t r a c t  m a n y  c u s t o m e r s  so 
as to c r e a t e  a pos i t i ve  e x t e r n a l i t y  f o r  t he  o t h e r  s t r i p  s h o p p i n g  c e n t e r  m e r c h a n t s  to 
enjoy.  As n o t ed  in C h a p t e r  2, l a n d l o r d s  a n d  t e n a n t s  a r e  a w a r e  of  t he  va l u a b l e  
pos i t i ve  e c o n o m i c  e x t e r n a l i t y  t ha t  goes  wi t h  s h o p p i n g  c e n t e r  c u s t o m e r  t r a f f i c .  
S i nce  s tore  c l u s t e r i n g  e spec i a l l y  b e n e f i t s  t he  r e t a i l  m e r c h a n t  w h o  is a s hoppe r  
t r a f f i c  e x p l o i t e r  (e.g. shoe store) ,  t he  t r a f f i c  g e n e r a t o r  or  s h o p p e r  d r a w  (e.g. 
s u p e r m a r k e t )  m a y  r eque s t  a s h a r e  o f  t he  pos i t i ve  e x t e r n a l i t y  he h e l pe d  to crea te .
101Sc ha l l he i m ,  J o h n s o n ,  Lease,  a n d  Mc Conne l l  [1987] not e  t h a t  t he  size of  
the  f i r m  is a r e a s o n a b l e  p r o x y  f o r  q u a l i t y  o f  i n f o r m a t i o n  a b o u t  t he  lessee.  T h e y  
s ugges t  t h a t  l ease r a t es  wi l l  be i nver s e l y  r e l a t e d  to t he  a v a i l a b i l i t y  o f  lessee 
i n f o r m a t i o n  a l o n g  wi t h  t he  a s c e r t a i n a b l e  d e f a u l t  r isk.  T h u s ,  most  n a t i o n a l  a nd  
local  c h a i n  s to r e  t e na n t s ,  w h o  a r c  l a r ge r  t h a n  i n d e p e n d e n t  t e n a n t s  a n d  m a k e  
a v a i l a b l e  to l a n d l o r d s  e x t e n s i v e  p u b l i c  a n d  n o n - p u b l i c  f i n a n c i a l  i n f o r m a t i o n ,  
s h o u l d  ha ve  l owe r  r en t a l  r a t es  even  w i t h  t he  e x i s t e nce  o f  a s y m m e t r i c  i n f o r m a t i o n .
10ISome d e v e l o p e r s  m a y  o f f e r  l ease r a t e  d i s c o u n t s  to n a t i o n a l  c h a i n  s tores
be c a us e  t he y  ha ve  i n a d e q u a t e  c r e d i t  r a t i n g s  a n d  need n a t i o n a l  t e n a n t s  wi t h  s t r ong  
c r e d i t  r a t i n g s  in o r d e r  to o b t a i n  f i n a n c i n g .
58
T h u s ,  a s h o p p i n g  c e n t e r  o w n e r  o f t e n  p r o v i d e s  r en t a l  d i s c o u n t s  to a t e n a n t ,  w h o  is 
a s h o p p i n g  c e n t e r  c u s t o m e r  d r a w .
H Y P O T H E S IS  8: A tenant who generates  shopping center  t r a f f i c
should pa y  reduced  rents because the landlord  
compensa tes  the tenant f o r  the customer t r a f f i c  
e x terna l i t y  that he helps to create.
B. The Base and Percentage Rent Combination
D e t e r m i n i n g  the  va l u e  m a x i m i z i n g  r e n t a l  p a y m e n t  a r r a n g e m e n t  f o r  a g i ven  
t e n a n t  is a c omp l e x  u n d e r t a k i n g .  Ho w e v e r ,  i n d u s t r y  l eas i ng  p r a c t i c e s  ha ve  
e v o l v e d  ove r  t ime  to a l l ow n a t i o n a l  c ha i n ,  local  c h a i n ,  a n d  i n d e p e n d e n t  t en a n t s  to 
pay  c e r t a i n  c o m b i n a t i o n s  o f  base a n d  p e r c e n t a g e  rent .  T a b l e  2 p r o v i d e s  an 
e x a m p l e  o f  t he  v a r i a t i o n s  in base a n d  p e r c e n t a g e  o f  sales r en t  f o r  s e l ec t ed  t en a n t  
t ypes  a n d  c l a s s i f i c a t i o n s . 103 T h e  p e r c e n t a g e  r en t  is based  upon  a p e r c e n t a g e  o f  
gross sales  or  r e v e n u e . 104
T h e  base  a n d  p e r c e n t a g e  r en t  c o m b i n a t i o n  f o r  a r e t a i l  t e n a n t  r e f l ec t s  a 
r e s o l u t i on  o f  s ever a l  c o n t r a c t i n g  p r o b l e m s  b e t w e e n  t he  l a n d l o r d  a n d  the  t ena n t .  
I nc r e a s e d  p e r c e n t a g e  r en t  a n d  l owe r  bas ed  r en t  e n a b l e s  t en a n t s  to e n j o y  r e d u c e d  
r i sk by t r a n s f e r r i n g  r i sk to t he  l a n d l o r d  w h o  m a y  be m o r e  f i n a n c i a l l y  a n d  
g e o g r a p h i c a l l y  d i v e r s i f i e d .  Hence ,  t he r e  is an  e l i m i n a t i o n  o f  a g g r e g a t e  r i sk wh i c h
10SMost  c o m m e r c i a l  l a n d l o r d s  ne g o t i a t e  the base a n d  p e r c e n t a g e  r en t  in 
a d v a n c e  w i t h  t h e  t e n a n t .  As i n d i c a t e d  in T a b l e  I, t h e  U r b a n  L a n d  I ns t i t u t e  11987, 
p. 186] r e p o r t s  t h a t  n a t i o n a l  c h a i n  f a m i l y  shoe s tores  l oca t ed  in n e i g h b o r h o o d  
s h o p p i n g  c e n t e r s  wi l l  pa y  a m e d i a n  base r en t  o f  $7.71 per  s q u a r e  f oo t  a n d  a 
m e d i a n  p e r c e n t a g e  r en t  o f  4.0% o f  gross  sales.
104T h e  l a n d l o r d  des i r e s  t h a t  t he  lease d e f i n i t i o n  f o r  "gross sales" or  "gross 
r eve nue s "  be as b r o a d l y  d e f i n e d  as possible.  Fo r  e x a m p l e ,  gross  sales  is usua l l y  
w r i t t e n  to i n c l u d e  the  gross  se l l i ng  p r i ce  o f  all  m e r c h a n d i s e  a n d  s e r v i c es  sold,  
l eased,  l i censed ,  or  d e l i v e r e d  f r o m  the  p r e mi s e s  by the  lessee.  F u r t h e r ,  
m e r c h a n d i s e  or  s e rv i ces  sold i nc l u d e s  al l  c a s h  a n d  c r e d i t  t r a n s a c t i o n s  a n d  i nc l udes  
r e v e n u e s  f r o m  o r d e r s  t a k e n  on the  p r emi ses ,  bu t  f i l l ed  e l s ewher e .  In a d d i t i o n ,  the  
l a n d l o r d  o f t e n  insi s t s  t ha t  t he  a n n u a l  gross  sales a n d  the  a m o u n t  o f  p e r c e n t a g e  
r en t  d u e  s t a t e m e n t  be a u d i t e d  in o r d e r  to e n s u r e  r e l i ab i l i t y .  Sec F r i e d m a n  [1983].
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TABLE 2 *
Base and Percentage  Rent Combination
T e n a n t  C l a s s i f i c a t i o n
T o t a l  Base R e n t  
Per  S q u a r e  Foot  
M e d i a n
R a t e  o f  
P e r c e n t ag e  R e n t  
M e d i a n
F a m i l y  Shoes
N a t i o n a l  C h a i n 7.71 4.00
Local  C h a i n 9.43 5.00
I n d e p e n d e n t 10.26 6.00
R a d i o ,  Vi deo ,  a n d  S t e reo
N a t i o n a l  C h a i n 7.82 3.00
Loca l  C h a i n 10.46 3.00
I n d e p e n d e n t 9.78 4,00
L a d i e s  R c a d y - t o - Wc a r
N a t i o n a l  C h a i n 10.85 4.00
Local  C h a i n 9.58 5.00
I n d e p e n d e n t 8.95 6.00
R e s t a u r a n t  w i t h o u t  L i q u o r
N a t i o n a l  C h a i n 1 1.52 5.50
Loca l  C h a i n 10.40 5.00
I n d e p e n d e n t 9.36 6.00
*
F r o m  De t a i l e d  T e n a n t  I n f o r m a t i o n  Ta b l e s  f o r  U. S. N e i g h b o r h o o d  S h o p p i n g  
C e n t e r s ,  U r b a n  L a n d  I ns t i t u t e  [1987],
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is soc i a l l y  b e n e f i c i a l . 106 In a d d i t i o n ,  t he  r ec e i p t  o f  p e r c e n t a g e  r e n t  e n c o u r a g e s  the 
l a n d l o r d  to m a i n t a i n  a n d  p r o m o t e  t he  s h o p p i n g  c e n t e r  as wel l  as to c r e a t e  an  
o p t i m a l  t e n a n t  mix.  T h i s  r educ e s  f r e e  r i d i n g  by the  l a n d l o r d .  Also,  in Mi l l e r ’s 
(1977] e q u i l i b r i u m  a g g r e g a t e  d e b t  f r a m e w o r k ,  p a y i n g  m o r e  p e r c e n t a g e  t ha n  base 
r en t  m a y  a l l ow t h e  low m a r g i n a l  t ax  b r a c k e t  lessee or  b o r r o w e r  to p a y  mor e  r en t  
w h e n  sales  a nd  m a r g i n a l  t ax  b r ac k e t s  a r c  h i gher .  H o w e v e r ,  i nc r e a s e d  m o n i t o r i n g  
by the  l a n d l o r d  is ne c es s a r y  to l imi t  t e n a n t  s h i r k i n g  t h a t  a c c o m p a n i e s  t he  g r e a t e r  
use o f  p e r c e n t a g e  rent .
Lowerinit  Merchant  R i s k . T h e  dec i s i on  a b o u t  w h a t  a m o u n t  o f  base a nd  
p e r c e n t a g e  r en t  to p a y  is a t r a d e - o f f  b e t w e e n  lessor  a n d  lessee d e ma n d s .  T h e  
l a n d l o r d  w a n t s  an  i n d e p e n d e n t  or  n o n - c r e d i t  w o r t h y  t e n a n t  to p a y  mos t l y  base 
r e n t  in o r d e r  to e n s u r e  m o n t h l y  i ncome.  Wi th p e r c e n t a g e  r e n t ,  t he  l a n d l o r d ’s 
i ncome  is mor e  a f f e c t e d  by t he  success  or f a i l u r e  o f  t he  t e n a n t ’s bus i nes s  a n d  the 
p r o d u c t i v i t y  o f  t he  p r o p e r t y ' s  l oca t i on  t h a n  w i t h  base rent .  Since  t he  i n d e p e n d e n t  
t e n a n t  u s ua l l y  has  q u e s t i o n a b l e  f i n a n c i a l  w o r t h  a nd  l i mi t e d  o pe r a t i o n a l  
t x p t i i e n c e ,  the l a n d l o r d  m a y  p r e f e r  mos t ly  base r e n t  so as to r ece ive  a c e r t a i n  
c a s h f l ow .  H o w e v e r ,  t he  i n d e p e n d e n t  t e n a n t  u s ua l l y  ho l ds  an  u n d i v e r s i f i e d  
p o r t f o l i o  a n d  g u a r a n t e e i n g  e x t e n d e d  l ease p a y m e n t s  i nc r eas es  hi s  r isk.  Pe r c e n t a g e  
r e n t  can  r e d u c e  the  lessee' s  e x p o s u r e  in hi s  bus ines s  so as to a l l ow b e t t e r  p o r t f o l i o  
d i v e r s i f i c a t i o n .
P e r c e n t ag e  r e n t  can  al so lessen the  vo l a t i l i t y  o f  a t e n a n t ’s cash  f l ow by 
a l l o w i n g  the  t e n a n t  to pay  h i gh e r  r en t  w h e n  s tore  sales a r c  good a n d  low rent  
w h e n  sales  a r e  bad.  L i c b o w i t z  [1983] has  a d v a n c e d  a s i m i l a r  a r g u m e n t  r e g a r d i n g  
m e t e r i n g  a n d  t i e - in  sales.  He c l a i ms  the  vo l a t i l i t y  o f  a l ea s e ’s net  cash  f l ow is
106T h c  e s t a b l i s h m e n t  o f  e f f i c i e n t  r isk b e a r i n g  in lease c o n t r a c t s  is n o t e d  by 
M a t h  [1980],  Th u s ,  one  c a n  eas i l y  c o n s t r u c t  e x a m p l e s  w h e r e  g i v e n  access  to 
p e r f e c t  c a p i t a l  m a r k e t s ,  l eas i ng  p r o v i d e s  o p p o r t u n i t i e s  f o r  t he  e f f i c i e n t  
a d m i n i s t r a t i o n  o f  l eased assets.
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l e s s e n e d  t h r o u g h  m e t e r i n g  a n d  t i c - i n  sales  b e c a u s e  t he  lessee p a y s  m o r e  r e n t  w h e n  
asse t  use  is h i g h  a n d  less r e n t  f o r  l ow asse t  use.
L a n d lo r d  Maintenance Incentive.  Wol f s on  ( 1 9 8 5 J p o i n t s  o u t  t h a t  to i n d u c e  a 
l essor  to s u p p l y  g r e a t e r  m a i n t e n a n c e ,  t he  lessee m u s t  a t  l eas t  p a r t i a l l y  t i e  t he  
l a n d l o r d ’s f o r t u n e s  to t he  m a i n t e n a n c e  o f  t he  l ea sed  a s s e t . 106 T h u s ,  t he  l a n d l o r d ’s 
e x p e c t e d  r e c e i p t  o f  p e r c e n t a g e  o f  s a les  r en t  r a i s es  t he  l i k e l i h o o d  t h a t  t he  l a n d l o r d  
wi l l  m a i n t a i n  t he  s h o p p i n g  c e n t e r ’s a t t r a c t i v e n e s s  a n d  q u a l i t y  b e c a u s e  the p r o p e r t y  
o w n e r  w o u l d  no t  choose  a m a i n t e n a n c e  a n d  u p k e e p  p r o g r a m  t h a t  l essens  s h o p p e r  
t r a f f i c  a n d  r e n t a l  i ncome .  T h e r e f o r e ,  p e r c e n t a g e  r e n t  b i n d s  t o g e t h e r  t he  l a n d l o r d  
a n d  t e n a n t s ’ m u t u a l  i n t e r e s t s  f o r  i n c r e a s e d  sales  o r  r e v e n u e s . 107, 108
Ontim al  Tenant  M i x . T h e  a n t i c i p a t e d  c o l l e c t i o n  o f  p e r c e n t a g e  r en t s  
p r o v i d e s  t he  l a n d l o r d  w i t h  s t r o n g  i n c e n t i v e s  to a r r a n g e  t he  t e n a n t  mix so as to 
m a x i m i z e  j o i n t  p r o f i t a b i l i t y .
Reduc ing  Inf lat ion  R isk . P e r c e n t a g e  r e n t  p r o v i s i o n s  c a n  m a k e  r e t a i l  
c o m m e r c i a l  r ea l  e s t a t e  i n v e s t m e n t s  a r e a s o n a b l e  i n f l a t i o n  h e d g e . 109 K u k l i n  [1980,  
p. 366]  wr i t e s  t h a t  p e r c e n t a g e  r e n t  is ". . . t h e  c r e a m  in t h e  s h o p p i n g  c e n t e r  c o f f e e  
a n d  t h e  i n f l a t i o n  h e d g e  w h i c h  m a k e s  t he  s h o p p i n g  c e n t e r  o n e  o f  t he  p r i m e  
i n v e s t m e n t  p r o p e r t i e s  t o d a y . ” As p r i ce s  i nc r e a s e ,  so d o  r e t a i l  sa les  a n d  the
106Wol f s on  [1985] d e m o n s t r a t e s  t h a t  l es sor - l essec  i n c e n t i v e  p r o b l e m s  a rc  
m i t i g a t e d  by t y i n g  t o g e t h e r  t he  c o n t r a c t i n g  p a r t i e s ’ f o r t u n e s .  He  e mp l o y s  a s h a r e d  
h o m e  o w n e r s h i p  c o n t r a c t  as  a n  e x a mp l e .
107F r i e d m a n  [1983]  o b s e r v e s  t h a t  r e n t a l  i n c o m e  a r i s i n g  as  a p e r c e n t a g e  o f  
sales  m a y  be i n t e r p r e t e d  by  t he  c o u r t s  as  e s t a b l i s h i n g  a p a r t n e r s h i p  o r  j o i n t  
v e n t u r e  b e t w e e n  t he  l a n d l o r d  a n d  t h e  t ena n t .  T h u s ,  s ome  l eases  c o n t a i n  a c l a u s e  
i n d i c a t i n g  t h a t  t h e  p a r t i e s  do  no t  i n t e n d  to e s t a b l i s h  a p a r t n e r s h i p  o r  j o i n t  
v e n t u r e .
* n o  ,
I t  is a s s u m e d  t h a t  t he  t e n a n t  docs  no t  e n j o y  a n  i n e l a s t i c  d e m a n d  c u r v c .  
In a c t u a l i t y  v e r y  f e w  t e n a n t s  ( t he  U.  S. Post  O f f i c e  is o n e  e x a m p l e )  h a v e  i n e l a s t i c  
d e m a n d  cu r ve s .  T h e  c o m p e t i t i v e  n a t u r e  o f  r e t a i l  m e r c h a n d i s i n g  r e s t r i c t s  the  
f o r m a t i o n  o f  mo n opo l i e s .
I09A m c r i c a n  Bar  A s s o c i a t i o n  [1987],
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l a n d l o r d ’s r e n t a l  r e v e n u e s .  T h u s ,  t he  i n c l u s i o n  o f  a p e r c e n t a g e  r e n t  p r o v i s i o n  
r e d u c e s  t h e  l a n d l o r d ’s u n c e r t a i n t y  f r o m  u n a n t i c i p a t e d  i n f l a t i o n .
L e a s in s  and T a x e s . Bo t h  M o d i g l i a n i  a n d  Mi l l e r  ( MM)  [1963]  a n d  Mi l l e r  
[1977]  s u p p o r t  t he  i de a  t h a t  t h e r e  is a c o r p o r a t e  t ax  s h i e l d  on d e b t  ( d u e  to t he  t ax  
d e d u c t i b i l i t y  o f  i n t e r e s t  p a y m e n t s )  a n d  t h e r e f o r e ,  w h e n  a s s u m i n g  no  m a r k e t  
i m p e r f e c t i o n s ,  t he  s u p p l y  o f  d e b t  s h o u l d  be h o r i z o n t a l .  H o w e v e r ,  M M  be l i e ve  t h a t  
t h e  c o r p o r a t e  t ax  s h i e l d  is a l w a y s  g r e a t e r  t h a n  t h e  t ax  r a t e  o f  t h e  m a r g i n a l  l e n d e r  
( l e n d e r  c a n  s h i e l d  i n t e r e s t  i n c o m e )  so t h a t  t he  f i r m  s h o u l d  b o r r o w  u n t i l  it is 100% 
l eve r ed .  By c o n t r a s t .  Mi l l e r  s ugge s t s  t h a t  t he  d e m a n d  c u r v e  f o r  d e b t  is u p w a r d  
s l o p i n g  d u e  to l e n d e r s ’ i n c r e a s i n g  m a r g i n a l  t a x  rat es .  M i l l e r ’s u p w a r d  s l op i ng  
d e m a n d  c u r v e  i n t e r s e c t s  t h e  h o r i z o n t a l  d e b t  s u p p l y  c u r v e  w h e n  t h e  p e r s o n a l  t ax  
cos t  o f  t he  m a r g i n a l  l e n d e r  e q u a l s  t he  c o r p o r a t e  t ax  b e n e f i t  to t he  b o r r o w e r .  In 
a g g r e g a t e ,  t h e r e  w o u l d  be a n  e q u i l i b r i u m  a m o u n t  o f  deb t .  H o w e v e r ,  Mi l l e r  
s ugge s t s  t h a t  t he  i n d i v i d u a l  f i r m  s h o u l d  i ssue m o r e  d e b t  i f  its c o r p o r a t e  t ax  r a t e  
e x c e e d s  t he  p e r s o n a l  t a x  cos t  to t h e  m a r g i n a l  l e n d e r .  S i n c e  a l ease  is a s u b s t i t u t e  
f o r  de b t ,  t h e n  a f i r m  s h o u l d  l ease  mor e ,  i f  i ts c o r p o r a t e  t ax  r a t e  e x c e e d s  t he  t ax  
r a t e  o f  t he  m a r g i n a l  l es sor . 110
M i l l e r ’s r e s u l t s  i n d i c a t e  t h a t  t he  m a r g i n a l  t ax  b r a c k e t s  o f  t he  lessor  a n d  
l essee c o u l d  h e l p  e x p l a i n  t he  ba s e  a n d  p e r c e n t a g e  r e n t  t r a d e - o f f .  I f  t he  l es see’s 
m a r g i n a l  t a x  b r a c k e t  is l ow,  he  m a y  choos e  to o w n  r a t h e r  t h a n  lease.  T h i s  a s s ume s  
t h a t  h i s  p o r t f o l i o  wi l l  no t  be less d i v e r s i f i e d  by  o w n i n g .  H o w e v e r ,  i f  he  leases ,  he
110G i v e n  the  e x i s t e n c e  o f  m a r k e t  i m p e r f e c t i o n s ,  a g g r e g a t e  a n d  i n d i v i d u a l  
f i r m  s u p p l y  c u r v e s  f o r  d e b t  m a y  no t  be h o r i z o n t a l  so a s  to r es u l t  in a n  o p t i m u m  
a m o u n t  o f  d e b t  t h a t  is less t h a n  t h e  100% d e b t  p r e d i c t e d  by  M M  a n d  t he  
e q u i l i b r i u m  a m o u n t  p r e d i c t e d  by Mi l l er .  A n  o p t i m a l  a m o u n t  o f  l e a s i ng  f o r  t he  
i n d i v i d u a l  f i r m  m a y  a l so resul t .  T h e s e  m a r k e t  i m p e r f e c t i o n s  i n c l u d e  b a n k r u p t c y  
cos t s ,  c o n t r a c t i n g  a n d  m o n i t o r i n g  expe nse s ,  i n f o r m a t i o n  a n d  s i g n a l i n g  costs ,  o t h e r  
t ax  s h i e l ds ,  a n d  c l i e n t e l e  e f f e c t s .  Sec Mye r s  [1984],
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m a y  c o n t r a c t  to pay  mor e  p e r c e n t a g e  t h a n  base r e n t , 111 As sa les  i nc r ease ,  so cou ld  
hi s  m a r g i n a l  i nc ome  t ax  b r acke t .  T h u s ,  h i g h e r  lease p a y m e n t s  w o u l d  r esu l t  f r o m  
h i g h e r  sales,  a n d  h i g h e r  m a r g i n a l  t ax  b r a c k e t s  w o u l d  a l l ow a g r e a t e r  a d v a n t a g e  to 
l eas i ng  o r  f o r  l eas i ng  to m a k e  be t t e r  sense in Mi l l e r ’s f r a m e w o r k .  With h i gh e r  
sales  a n d  g r e a t e r  p r o f i t a b i l i t y ,  t he  lessee’s m a r g i n a l  t ax  b r a c k e t  cou ld  e ve n  e xceed  
the  m a r g i n a l  t ax  r a t e  o f  t he  lessor.  T h u s ,  low m a r g i n a l  t ax  b r a c k e t  r e t a i l e r s ,  who  
chos e  to lease,  wo u l d  p r e f e r  mor e  p e r c e n t a g e  t h a n  base r e n t  so as to m i n i mi z e  t he  
ne t  d i s a d v a n t a g e  to leas ing.  In a l t e r n a t i v e ,  i f  t he  lessee f ac e s  a l a r ge r  m a r g i n a l  
t ax  ra t e  on  i n c o me  t h a n  docs  the lessor ,  t he  lessee wo u l d  f a v o r  p a y i n g  base ove r  
p e r c e n t a g e  rent .  T h e r e  w o u l d  exi s t  a ne t  a d v a n t a g e  to l ea s i ng  f r o m  the  beg i nn i ng .
Portfol io  Risk /  Return Al tering . A n o t h e r  l a n d l o r d  m o t i v e  f o r  p e r c e n t a g e  r en t  
is t h a t  it a l l ows  the  l a n d l o r d  to a l t e r  t he  r i s k / r e t u r n  c h a r a c t e r i s t i c s  o f  hi s  r en t a l  
p r o p e r t y  po r t f o l i o .  Even  wi t h  a p o r t f o l i o  o f  d i s t i nc t  t e n a n t s  t h a t  h a v e  d i f f e r e n t  
r i sk a n d  e x p e c t e d  r e t u r n  c h a r a c t e r i s t i c s ,  a l a n d l o r d  can  a l t e r  t he  r i s k / r e t u r n  
s t r u c t u r e  o f  hi s  p o r t f o l i o  by i n c r e a s i ng  or  d e c r e a s i n g  the  n u m b e r  o f  t e n a n t s  w h o  
on l y  pay  base r en t  ( p e r c e n t a g e  rent ) .  F u r t h e r ,  a d i v e r s i f i e d  m i x t u r e  o f  base a n d  
p e r c e n t a g e  r e t a i l  leases  s hou l d  be s u p e r i o r  to a l a n d l o r d  t ha n  c i t h e r  al t  leases 
b e a r i n g  on l y  base or  p e r c e n t a g e  r e n t . 111
Monitoring to Prevent Sh irking. I f  a l a n d l o r d  p a r t i c i p a t e s  in m e r c h a n t  
r e v e n u e s  t h r o u g h  p e r c e n t a g e  r en t ,  the p o t en t i a l  f o r  t he  t e n a n t  s h i r k i n g  or  
d e l i b e r a t e l y  not  u n d e r t a k i n g  hi s  e x p e c t e d  o p e r a t i o n a l  a c t i v i t i e s  i nc r eas es . 11® 
S e t t i n g  p e r c e n t a g e  r en t s  on  sales a n d  no t  p r o f i t s ,  t e n a n t  r e s p o n s i b i l i t y  f o r  space
m T h c r e  exi s t  r ea s ons  f o r  l eas ing e v e n  if  it docs  not  m a k e  sense  in Mi l l e r ’s 
f r a m e w o r k .  The s e  r ea sons  i n c l u d e  be t t e r  l oca t i on ,  l ower  c o n t r a c t i n g ,  m o n i t o r i n g ,  
a n d  t r a n s a c t i o n  costs ,  l owe r  o p e r a t i o n a l  e xpenses ,  o t h e r  t ax  sh i e l ds ,  etc.
U I M a r t i n  [1987] d e m o n s t r a t e s  t hi s  p o r t f o l i o  a r g u m e n t  w i t h  t he  r e v e n u e  
g e n e r a t e d  f r o m  a p o r t f o l i o  o f  f r a n c h i s o r  o w n e d  a nd  f r a n c h i s e d  out le t s .
l l s T h e  p r o b l e m  o f  m o n i t o r i n g  t e n a n t ’s a c t i v i t i e s  can  be v i ew e d  as s i mi l a r  to 
t he  p r o b l e ms  a s soc i a t ed  w i t h  m o n i t o r i n g  f r a n c h i s e e s .  R u b i n  [1978],  Br i ck l c y  a n d  
D a r k  [1987],  a n d  M a r t i n  [1987],  a n d  o t h e r s  a n a l y z e d  f  r a n c h i s c r - f r a n c h i s e e  
m o n i t o r i n g  p r ob l ems .
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c o m p l e t i o n ,  m e r c h a n t  o p e r a t i o n  p r ov i s i ons ,  a n d  o t h e r  a d d i t i o n a l  l a n d l o r d  
m o n i t o r i n g  he l p  to r e d u c e  t e n a n t  s h i r k i ng .
Bas i ng  the  p e r c e n t a g e  r en t  on sales  r e v e n u e s  i n s t e a d  o f  p r o f i t s  lessens the 
c o n f l i c t  o f  i n t e r e s t  t h a t  w o u l d  resul t  f r o m  t he  i nc e n t i v e  o f  t he  t e n a n t  to i ncrease  
e x p e n s e s  or  t a k e  a d d i t i o n a l  o n - t h e - j o b  p e r k s . 114 A n o t h e r  m e t h o d  o f  c o n t r o l l i n g  
t e n a n t  s h i r k i n g  is to h a v e  t e n a n t s  c o mp l e t e  or  f i n i s h  ou t  t he i r  o w n  s t o r e  p r emi ses  
so t h a t  t he y  h a v e  a s i g n i f i c a n t  a m o u n t  o f  t he i r  ca p i t a !  at  r isk.  T e n a n t s ,  w h o  
i nves t  l i t t l e  o f  t h e i r  w e a l t h  in t he i r  bus iness ,  h a v e  r e d u c e d  i n c e n t i v e  to i nc r eas e  
t he i r  s t o r e s ’ sales.  A d d i t i o n a l l y ,  p r ov i s i ons  r e q u i r i n g  t e n a n t s  to s pe nd  a p e r c e n t a g e  
o f  sales  on a d v e r t i s i n g  or  m a i n t a i n  m i n i m u m  bus ines s  h o u r s  lessens s h i r k i n g  
a s s o c i a t e d  w i t h  p e r c e n t a g e  rent .
S t a m b a u g h  [1978] i n d i c a t e s  t h a t  t he  m a j o r  d i f f e r e n c e  b e t w e e n  s tores  p a y i n g  
base  r en t  a n d  s tores  p a y i n g  p e r c e n t a g e  r en t  is t h a t  p e r c e n t a g e  r en t  t e n a n t s  r e q u i r e  
a d d i t i o n a l  sales m o n i t o r i n g . 116 M o n i t o r i n g  is m a d e  eas i e r  by c o m p a r i n g  the  sales 
o f  s i m i l a r  t e n a n t s  or  c o m p a r i n g  a p a r t i c u l a r  t e n a n t ’s sales  w i t h  n a t i o n a l  averages .  
Th u s ,  t h e r e  is a b e n c h m a r k  a ga i n s t  w h i c h  to e v a l u a t e  t he  p e r f o r m a n c e  o f  a 
t e n a n t . 116 M e r c h a n t s  a r e  al so m o n i t o r e d  f o r  q u a l i t y  s u b s t i t u t i o n .  M o n t h l y  sales 
r epor t s  c a n  h i n t  a t  c h a n g e s  in m e r c h a n d i s e .  T h e r e f o r e ,  a d d i t i o n a l  m o n i t o r i n g  such  
as r e q u i r e m e n t s  f o r  mor e  f r e q u e n t  sales  r epo r t s  s h o u l d  be ob s e r v e d  wi t h  m e r c h a n t s  
p a y i n g  h i gh  p e r c e n t a g e  rent .
114J e nse n  a n d  M c c k l i n g  [1976] d i scuss  o n - t h e - j o b  p e r q u i s i t e  c o n s u mp t i o n .  
T h e y  c o n c l u d e  t h a t  o w n e r - m a n a g c r s  ha ve  g r ea t e r  i n c e n t i v e  to c o n s u me  o n - t he - j ob  
p e r k s  be c aus e  t hey  r ec e i ve  all  o f  t he  b e n e f i t s ,  bu t  pay  o n l y  a p r o p o r t i o n  o f  the
costs.
11BA d d i t i o n a l  m o n i t o r i n g  by l a n d l o r d s  to e n s u r e  t h a t  t e n a n t s  r e p o r t  sales  
t r u t h f u l l y  i n c l u d e s  p e r i o d i c  a u d i t s  o f  t e n a n t  sales  r e p o r t s  a n d / o r  sale  t ax 
pa y me n t s .
116N a t i o n a l  a v e r a g e s  f o r  t e n a n t  type  a n d  c l a s s i f i c a t i o n  a r c  p u b l i s h e d  by the 
U r b a n  L a n d  I n s t i t u t e  [1987] a n d  se rve  as e xo g e n o u s  s t a n d a r d s  a g a i n s t  wh i c h  the 
p e r f o r m a n c e  o f  lessees can  be c o mp a r ed .
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Th u s ,  t he  c o m b i n a t i o n  o f  base  a n d  p e r c e n t a g e  r en t  r e f l ec t s  a t r a d e - o f f  
b e t w e e n  lessor  a n d  lessee d e m a n d s .  T h e s e  d e m a n d s  i n c l u d e  r e d u c i n g  u n w a n t e d  
r i s k - b e a r i n g  by t e n a n t s  a n d  b i n d i n g  o f  l a n d l o r d  a n d  t e n a n t  interes t s .  In a d d i t i o n ,  
t he  costs  o f  m o n i t o r i n g  t e n a n t  a c t i v i t i e s  p r e s u m a b l y  r ep r e s e n t  a s i g n i f i c a n t  f a c t o r  
in t he  t r a d e - o f f .  H o w e v e r ,  a f r a m e w o r k  ne e ds  to be e s t a b l i s h e d  to be t t e r  
u n d e r s t a n d  the  base  a n d  p e r c e n t a g e  r en t  t r a d e - o f f .  T h e  f r a m e w o r k  w h i c h  f o l l ows  
e xp l a i n s ,  by  a p p l i e d  op t i on  p r i ce  t heo r y ,  h o w base r e n t  is n e g a t i v e l y  r e l a t e d  to 
p e r c e n t a g e  o f  sales  r en t  wh i l e  be i ng  pos i t i ve l y  r e l a t e d  to sales b r ea k - p o i n t .
C. An Analysis  o f  the Base and Percentage Bent T r a d e - o f f
C h i a n g ,  La i ,  a n d  L i ng  ( CLL)  [1986] e x t e n d  M e r t o n ’s [1974] c o r p o r a t e  de b t  
a n d  Ingersol l ' s  [1977] c o n v e r t i b l e  b o n d  c o n t i n g e n t  c l a i m  mode l s  to t he  v a l u a t i o n  o f  
r e t a i l  lease c o n t r a c t s . 117 C L L  d e v e l o p  a s ingle  p e r i od  mode l  w h i c h  r e l a t es  r en t a l  
r a t es  to t he  v a r i o u s  c o n t r a c t u a l  c o m p o n e n t s  o f  r e t a i l  l eases,  i n c l u d i n g  the 
p e r c e n t a g e  o f  sales rent .  In t he i r  mode l ,  t he  u n d e r l y i n g  asset  u p o n  w h i c h  t he  lease 
va l ue  is c o n t i n g e n t  is t he  r e s i dua l  c l a i m  on a t e n a n t ’s sales.  T h e  t e n a n t  mus t  f i r s t  
me e t  hi s  bus i nes s  expe ns e s  p r i o r  to p a y i n g  the l a n d l o r d  rent .  T h u s ,  t e n a n t  sales  
do l l a r s  a r e  t he  v a l u e d  asset  be c aus e  t he  p r o b a b i l i t y  o f  d e f a u l t  on a r e t a i l  lease,  
e ve n  i f  t he  lease r eq u i r e s  on l y  a m i n i m u m  base r en t ,  is l a r ge l y  a f u n c t i o n  of  the  
v a r i a n c e  o f  t e n a n t  sales.
T e n a n t  bus ines s  e xpe ns e s  r e p r e s e n t i n g  f i r s t  c l a i ms  on t e n a n t  sales  ca n  be 
e xpr e s s e d  as:
C = C Q + Cj  S + C a S (3-1)
w h e r e  C Q is t he  f i x e d  c o m p o n e n t  o f  t he  o p e r a t i n g  expenses ,  C j  r ep r e s en t s  the 
v a r i a b l e  c o m p o n e n t  o f  t he  o p e r a t i n g  e xpenses  as a p e r c e n t a g e  o f  sales  or  S, C 2
I17O t h c r  a p p r o a c h e s  bes ide  t he  C L L  m e t h o d  t ha t  d e m o n s t r a t e  t he  t r a d e - o f f  
b e t w e e n  base  a n d  p e r c e n t a g e  r en t  i n c l u d e  the  b i d - p r i c e  a n d  e x p e c t e d  va lue  
me t hodo l og i e s .  Sec Sh i l l i ng ,  S i r ma ns ,  T u r n b u l l ,  a n d  B e n j a m i n  [1987] f o r  an 
e x a m p l e  o f  a b i d - p r i c c  a pp l i c a t i on .
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c o m p r i s e s  t he  v a r i a b l e  c o m p o n e n t  o f  o t h e r  e x p e n s e s  c l a i m  o n  sa les  ( s uc h  as 
a d v e r t i s i n g )  as  a p e r c e n t a g e  o f  S, a n d  C is t he  to ta l  t e n a n t  b u s i n e s s  e x p e n s e s  c l a i m 
on  s a l e s . 118 T h e  p a y m e n t  o f  t he  t o t a l  b u s i n e s s  e x p e n s e s  c l a i m  on  sa les  (C)  t a k e s  
p r i o r i t y  o v e r  t he  m a k i n g  o f  a n y  l ease  p a y m e n t s .  H o w e v e r ,  l ease  p a y m e n t s  ha ve  
p r i o r i t y  o v e r  a n y  t e n a n t  b u s i n e s s  r e l a t e d  p r o f i t s  t h a t  m a y  be  d i s t r i b u t e d .
A p e r c e n t a g e  l ease  a r r a n g e m e n t  is t y p i c a l  o f  mos t  c o m m e r c i a l  s h o p p i n g  
c e n t e r  leases.  T h e  p e r c e n t a g e  l ease  has  t w o  c o m p o n e n t s  o f  va lue :  the  s t r a i g h t
l ease  a n d  t he  p e r c e n t a g e  l ease  t h a t  a t t a i n s  v a l u e  b e y o n d  t he  t e n a n t ' s  b r e a k - e v e n  
level  o f  sales.  T h e  t e n a n t ’s b r e a k - e v e n  level  o f  sales  c a n  be r e p r e s e n t e d  by:
S > [ ( B + C 0 ) /  ( 1 - C ,  - C 2 )  ] (3-2)
w h e r e  S is sales ,  B is t he  ba s e  l ease  r en t ,  C Q r e p r e s e n t s  t he  f i x e d  c o m p o n e n t  o f  the  
o p e r a t i n g  e x p e n s e s  c l a i m ,  a n d  Cj  a n d  a r e  t he  v a r i a b l e  c o m p o n e n t s  o f  t e n a n t  
b u s i n e s s  e xpe ns e s .  No  p e r c e n t a g e  o f  sa les  r e n t  ( a n d  pos s i b l y  r e d u c e d  base  r e n t )  is 
p a i d  w h e n  (1 - C j  - Cj )S < B + C Q or  sales  ne t  o f  v a r i a b l e  e x p e n s e s  a r e  less t h a n  
base  r e n t  a n d  f i x e d  e xpenses .  S i nce  t o t a l  l ease  p a y m e n t s  a r e  c o m p o s e d  o f  ba s e  a n d  
p e r c e n t a g e  r en t ,  t he  lessor  wi l l  r ece ive :
B + p ( S - X ) (3-3)
w h e r e  B is base  r e n t ,  p is a p e r c e n t a g e ,  S is sa les ,  a n d  X is t he  sa les  b r c a k - p o i n t  or  
v a l u e  o f  s a les  b e y o n d  w h i c h  t he  t e n a n t  b e g i n s  to p a y  t he  p e r c e n t a g e  rent .  T h u s ,  
t he  sales  b r c a k - p o i n t  is t he  exe r c i s e  p r i c e  in s a les  d o l l a r s  a t  w h i c h  t he  p e r c e n t a g e  
r en t  b e c o m e s  p a y a b l e .  T h e r e f o r e ,  t he  v a l u e  o f  a l ea s e  w i t h  m i n i m u m  ba s e  r en t  
a n d  v a r i a b l e  p e r c e n t a g e  r e n t  at  t i m e  T  has  t he  f o l l o w i n g  b o u n d a r y  c o n d i t i o n ;
V T = Max [ Min  { ( 1 - C  ) S - C Q, B ), 0 ] + p Ma x  ( S - X,  0 ). (3-4)
118C L L ’s m o d e l  c a n  al so be e x p a n d e d  to i n c l u d e  t he  l ease  p r o v i s i o n s  
p r e v i o u s l y  e x a m i n e d  b e c a u s e  t h e y  a r c  s i m i l a r  to e x p e n s e s  in t h a t  p r o v i s i o n s  m a y  
r e p r e s e n t  c l a i m s  on a t e n a n t ’s s a les  (or  l essen c l a i m s  on t e n a n t ’s sales) .  An  
e x a m p l e  w o u l d  be a p r o v i s i o n  a l l o w i n g  the t e n a n t  t he  r i g h t  to o p e n  a s e c o n d  or  
m o r e  l oca t i ons .
67
T h e  f i r s t  t e r m  in e q u a t i o n  (3-4)  r e p r e s e n t s  t he  v a l u e  o f  t h e  base o r  f i x e d  rent  
w h e r e a s  t he  s e c o n d  t e r m  is t he  p e r c e n t a g e  rent .  C L L  so l ve  t he  f o l l o w i n g  pa r t i a l  
d i f f e r e n t i a l  e q u a t i o n  t h a t  r e p r e s e n t s  t he  B r o w m a n  m o t i o n  p r oce s s  o f  s a l es  w i t h  the 
a b o v e  b o u n d a r y  c o n d i t i o n : 11®
( I /  2 ) <S2 S2 V gs + r S V - r V g - S t = 0 (3-5)
Vg a n d  V gs a r c  t he  f i r s t  a n d  s e c o n d  p a r t i a l  d e r i v a t i v e s  o f  l ease  v a l u e  with 
r e s p e c t  to sales ,  w h i l e  r is t he  r i s k - f r e e  i n t e r e s t  ra t e .  T h u s ,  t he  v a l u e  o f  a 
p e r c e n t a g e  l ease  w i t h  c u r r e n t  sa les  do l l a r s ,  S0, is:
V L = ( I - C  ) ( SQ N ( d j  ) - X ,  e rT N ( d j  ) - [ SQ N ( d j ’ ) - X a c r tT N ( d , ’ ) ] )
+ p [ SQ N ( d j "  ) - X e~rT N ( d 2" ) ] (3-6)
w h e r e  d , ” = [ in ( SQ /  X ) + ( r + 67 /  2 ) T  ] /  6 / F
d 3" = d /  - 6 / T  
Xj  -  C 0 /  ( I - C  ) 
x 2 -  ( B + C0 ) /  ( 1 - C )
d j  = [ In ( SQ /  X ,  ) + ( r + 6 2 /  2 ) T  ] /  6 / f  
d j  ■ d j  - 6 \ / t
d E' = [ In ( SQ /  X 2 ) + ( r + a 3 /  2 ) T  ] /  6 / f  
d s’ = d /  - 6 j T
1I0C h i a n g ,  Lai ,  a n d  L i n g  ( C L L )  [1986]  e mp l o y  a set  o f  a s s u m p t i o n s  s i m i l a r  
to Bl ack  a n d  Scholes* [1973]  o r i g i n a l  a s s u m p t i o n s  in o r d e r  to d e v e l o p  t he i r  
c o n t i n g e n t  c l a i m  l ease  mode l .  C L L ’s a s s u m p t i o n s  arc:  (1) s i n g l c - p r i c c  l a w  of
m a r k e t s ,  (2) n o n - s a t i a t i o n ,  (3) c o m p l e t e  a n d  p e r f e c t l y  c o m p e t i t i v e  c a p i t a l  m a r k e t s ,
(4) b o r r o w i n g  a n d  l e n d i n g  a t  the  s a me  r a t e  o f  i n t e r e s t ,  (5) c o n t i n u o u s  t r a d i n g ,  (6)
t he  v a l u e  o f  t e n a n t ’s sales  is i n v a r i a n t  w i t h  r es pec t  to i ts l ease  s t r u c t u r e ,  (7)
c o n s t a n t  i n s t a n t a n e o u s  r i s k - f r e e  r a t e  o f  i n t e r e s t ,  a n d  (8) no  r e s t r i c t i o n s  o n  s h o r t  
sales.  A d d i t i o n a l l y ,  C L L  a s s u m e  t h a t  t h e r e  ex i s t s  a n o t h e r  r e t a i l  b u s i n e s s  or 
p o r t f o l i o  o f  b us i ne s s e s  w h i c h  ha s  a s t o c h a s t i c  sales  p r oce s s  i d e n t i c a l  to t he  s u b j e c t
m e r c h a n t  so as  to allow- f o r  p e r f e c t  he dg i ng .
68
T h e  p a r t i a l  d e r i v a t i v e s  h a v e  t he  f o l l o w i n g  s i gns : 130 
d B /  d S Q, d B  I d p  < 0 
d B /  d X ,  d B  /  d C  > 0
d B  /  dr ,  d B  /  d6 ,  d B  /  d T  ^ 0  (3-7)
T h e  e q u i l i b r i u m  base  r e n t  o f  a p e r c e n t a g e  l ease  w h e n  a r e t a i l  t e n a n t  p a y s  
al l  e x p e n s e s  is n e g a t i v e l y  r e l a t e d  to sales  ( J B / t / S 0 < 0)  a n d  p e r c e n t a g e  o f  s a les  r e n t  
( d B / d p  < 0), wh i l e  b e i n g  p o s i t i v e l y  r e l a t e d  to sa les  b r c a k - p o i n t  ( J B / d X  > 0 ) .m
T h e r e f o r e ,  i f  a t e n a n t ’s p e r c e n t a g e  r e n t  is l o w e r  t h a n  s i m i l a r  t e n a n t s ,  t h e n  i ts base
r en t  s h o u l d  be h i g h e r , 133 A d d i t i o n a l l y ,  as t h e  t e n a n t ’s sales  b r e a k - p o i n t  i nc r eases ,
t h e n  base  r e n t  s h o u l d  a l so  i n c r e a s e . 133
H Y P O T H E S I S  M.- There e x is t s  a t r a d e - o f f  be tween  f i x e d  and  percen t ­
age  rent.
H Y P O T H E S I S  10: As the t e n a n t ’s sales break-poin t  increases , then base  
rent should al so increase.
130C L L  a l so  d e r i v e  t he  p a r t i a l  d e r i v a t i v e s  f o r  a s t r a i g h t  l ease ,  s i m i l a r  to 
mos t  o f f i c e  l eases ,  in w h i c h  a n  i n v e s t o r  ( l a n d l o r d )  p a ys  o p e r a t i n g  expenses .
131A s s u m i n g  t h a t  l ease  p r o v i s i o n s  a r e  a l so  c l a i m s  on  a t e n a n t ’s r e v e n u e s
t h e n  it c a n  be d e m o n s t r a t e d  in a s i m i l a r  f r a m e w o r k  t h a t  d B / d C  > 0. T h u s ,  l ease 
p r o v i s i o n s  t h a t  a l l o w  f o r  i n c r e a s e d  c l a i ms  on  a t e n a n t ’s r e v e n u e s  a r e  p o s i t i v e l y  
r e l a t e d  to r e n t  w h i l e  p r o v i s i o n s  t h a t  p r e v e n t  c l a i m s  on  a t e n a n t ’s r e v e n u e s  wi l l  
d e c r e a s e  rent .
133A n o t h e r  s i m p l e r  a n d  m o r e  i n t u i t i v e  m e t h o d  f o r  e x p l a i n i n g  t he  ba s e  a n d  
p e r c e n t a g e  r en t  t r a d e - o f f  y i e l ds  t he  s a me  resul t s .  In r e v i e w i n g  c o m b i n a t i o n s  o f  
base  a n d  p e r c e n t a g e  r en t ,  t h e  l a n d l o r d  s h o u l d  be i n d i f f e r e n t  b e t w e e n  r e c e i v i n g  
base  o r  p e r c e n t a g e  r en t  i f  t he  p e r c e n t a g e  r e n t  is r i sk a d j u s t e d  so as to be 
e q u i v a l e n t  to ba s e  r en t .  H o w e v e r ,  in l ease  c o n t r a c t i n g ,  i f  t he  p e r c e n t  o f  sales  
r e v e n u e  to be p a i d  d e c r e a s e s  so t h a t  t he  a m o u n t  o f  p e r c e n t a g e  r e n t  to be r e c e i v e d  
d e c l i n e s ,  t h e n  f o r  t he  l a n d l o r d ’s i n c o m e  to r e m a i n  c o n s t a n t ,  base  r e n t  wi l l  h a v e  to 
be r a i s ed .  In a l t e r n a t i v e ,  i f  t he  p e r c e n t  o f  sales  r e v e n u e  to be p a i d  i n c r e a s e s  so 
t h a t  t h e  a m o u n t  o f  p e r c e n t a g e  r e n t  to be r e c e i v e d  r ises,  t h e n  f o r  t he  l a n d l o r d ’s 
i n c o m e  to r e m a i n  c o n s t a n t ,  base  r e n t  wi l l  h a v e  to fal l .  T h u s ,  base  a n d  p e r c e n t a g e  
r e n t  c a n  be t r a d c d - o f f  in o r d e r  to a l l o w  t he  l e s sor ’s i n c o m e  to r e m a i n  c o n s t a n t .
i33A n o t h c r  e x p l a n a t i o n  f o r  t he  base  r e n t  a n d  t he  sa les  b r e a k p o i n t  b e i n g  
p o s i t i v e l y  r e l a t e d  is t h a t  as  t he  s a les  b r e a k p o i n t  i nc r e as e s ,  t h e  p r o b a b i l i t y  o f  the  
l a n d l o r d  r e c e i v i n g  p e r c e n t a g e  r en t  de c r e a s es .  P e r c e n t a g e  r e n t  is not  p a i d  u n t i l  t he  
s a les  b r e a k p o i n t  is a t t a i n e d  ^ n d ,  t h e r e f o r e ,  as  t h a t  a m o u n t  b e c o me s  h i gh e r ,  t h e n  
t he  p r o b a b i l i t y  o f  r e c e i v i n g  p e r c e n t a g e  r en t  is l ower .  In o r d e r  f o r  t he  l a n d l o r d ’s 
i n c o m e  to r e m a i n  c o n s t a n t ,  base  r en t  wi l l  h a v e  to i ncrease .
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D. Other De terrent s  to Opportun is t ic  Behavior
A l t h o u g h  a l ease  c a n n o t  s p e c i f y  e v e r y  pos s i b l e  a c t i o n  by  t he  c o n t r a c t i n g  
p a r t i e s ,  t h e  t h r e a t  o f  loss o f  "goodwi l l "  a n d  t he  r e s u l t i n g  w i t h d r a w a l  o f  f u t u r e  
b u s i n e s s  c a n  be a d e t e r r e n t  to o p p o r t u n i s t i c  b e h a v i o r .  T h u s ,  t he  loss o f  g o o d wi l l  
b e t w e e n  a l a n d l o r d  a n d  h i s  t e n a n t s ,  w h i c h  c o u l d  l es sen f u t u r e  bus i nes s ,  is a n  
a d d i t i o n a l  c o n t r a c t  e n f o r c e m e n t  m e c h a n i s m . 154
A n o t h e r  m e t h o d  o f  c o n t r a c t  e n f o r c e m e n t  is to c h a r g e  t he  t e n a n t  a r e n t a l  
p r e m i u m  t h a t  r e f l e c t s  t he  e x p e c t e d  loss f r o m  o p p o r t u n i s t i c  b e h a v i o r  t h a t  is not  
p r o t e c t e d  by  l a t e  c h a r g e s ,  s e c u r i t y  d e pos i t s ,  a n d  o t h e r  g u a r a n t e e s  {see K l e i n  a n d  
L c f f l e r  [1979]).  T h e  r e n t a l  p r e m i u m  i n c r e a s e s  as t he  p o t e n t i a l  loss get s  l a r ge r  
a n d / o r  t he  c o n t r a c t i n g  p e r i o d  b e c o m e s  s h o r t e r .  T h u s ,  t h e  r e n t a l  p r e m i u m  a c t s  as 
a n  i n s u r a n c e  p a y m e n t  p a i d  by t h e  t e n a n t . iaB H o w e v e r ,  a p r o b l e m  o c c u r s  in t h a t  
t he  l a n d l o r d  m u s t  be a b l e  to tel l  e x - a n t e  w h e t h e r  s ome  t e n a n t s  wi l l  e n g a g e  in 
o p p o r t u n i s t i c  b e h a v i o r .  In a d d i t i o n ,  t he  l a n d l o r d  m u s t  be a b l e  to d e t e r m i n e  the 
e x p e c t e d  v a l u e  o f  t he  loss.
l i t .  C on tr ac t in g  Issue R eso lution  In O f f i c e  Leas ing
C o v e n a n t s ,  c o n t i n g e n c i e s ,  a n d  o t h e r  s pe c i a l  p r o v i s i o n s  l es sen or  r e d u c e  
c o n t r a c t i n g  p r o b l e m s  a s s o c i a t e d  w i t h  o f f i c e  s p a c e  l eas ing.
A, Provis ions in O f f i c e  Leases
D e f a u l t . O f f i c e  b u i l d i n g  l a n d l o r d s  m a k e  e x - a n t e  a p p r a i s a l s  c o n c e r n i n g  the  
c r e d i t  w o r t h i n e s s  o f  t he  o f f i c e  b u i l d i n g  t e n a n t  so as  to e s t a b l i s h  l ease  p a y m e n t s  
w h i c h  c o m p e n s a t e  t he  l a n d l o r d  f o r  t he  e x p e c t e d  losses f o r  d e f a u l t  o f  t he  s pace
124A t e n a n t ’s loss o f  g o o d w i l l  to h i s  l a n d l o r d  c a n  a l so  be a c o n t r a c t  
e n f o r c e m e n t  m e c h a n i s m .  A t e n a n t ' s  loss o f  g oo d w i l l  w o u l d  be a n a l o g o u s  to a 
s h o p p e r ’s loss o f  c r e d i t  wo r t h i n e s s .
iaBAlso,  r e n t a l  d i s c o u n t s  c o u l d  s e r ve  as  a n  i n s u r a n c e  p o l i c y  t h a t  t he  
l a n d l o r d  w o u l d  p r o v i d e  h i s  e x p e c t e d  services .
70
w h i c h  c o m p e n s a t e  t he  l a n d l o r d  f o r  t he  e x p e c t e d  losses f r o m  d e f a u l t  o f  t he  space  
u s e r . 116 If  t he  t e n a n t  is c r e d i t  w o r t h y  t h e n  the  u n c e r t a i n t y  s u r r o u n d i n g  the 
l a n d l o r d ’s r ec e i p t  o f  l ease p a y m e n t s  in t he  f u t u r e  wo u l d  be r e d u c e d .  Wi th r e d u c e d  
u n c e r t a i n t y  r e g a r d i n g  r e c e i v i n g  lease p a y m e n t s ,  t he  lessor  can  be c o u n t e d  u p o n  to 
r e q u i r e  l o we r  r en t  t ha n  o t h e r  leases  on s i mi l a r  asset s  w h i c h  h a v e  lessees o f  h i ghe r  
d e f a u l t  r isk.  I f  t he  t e n a n t  is not  c r e d i t  wo r t h y ,  t hen  the  u n c e r t a i n t y  s u r r o u n d i n g  
the  l a n d l o r d ’s r ec e i p t  o f  lease p a y m e n t s  in the  f u t u r e  w o u l d  be g r ea t e r .  With 
g r e a t e r  u n c e r t a i n t y  r e g a r d i n g  lease pa y me n t s ,  t he  lessor  ca n  be c o u n t e d  u po n  to 
r e q u i r e  h i ghe r  r en t  t ha n  o t h e r  leases on s i m i l a r  asset s  w h i c h  ha ve  lessees o f  l ower  
d e f a u l t  r isk.
O f f i c e  t e n a n t s  can  be c l a s s i f i ed  as be i ng  a b o v e  a v e r a g e ,  a ve r a ge ,  or  be low 
a v e r a g e  c r e d i t  r i s ks . 137 Above  a v e r a g e  c r e d i t  t e n a n t s  p r o v i d e  t he  l a n d l o r d  wi t h  
l ower  d e f a u l t  r i sk,  wh i l e  be low a v e r a g e  c r e d i t  t e n a n t s  g i ve  t he  l a n d l o r d  g r e a t e r  
d e f a u l t  r isk.  N a t i o n a l  o f f i c e  t e n a n t s  such  as IBM h a v e  s t r o n g  b a l a n c e  sheet s  a nd  
a r c  c o n s i d e r e d  to be a n  a bove  a v e r a g e  c r e d i t  r isk o f f i c e  t e n a n t .  T h e  local  
i n s u r a n c e  s a l e s ma n  w h o  has  a q u e s t i o n a b l e  ba l a n c e  sheet  w o u l d  be a be low 
a v e r a g e  c r e d i t  r isk.  T h e  a v e r a g e  c r e d i t  r i sk o f f i c e  t e n a n t  f a l l s  in b e t w e e n  the 
a bo v e  a v e r a g e  a n d  t he  be low a v e r a g e  c r e d i t  r i sk t enant s .  Th u s ,  o f f i c e  b u i l d i n g  
l a n d l o r d s  a re  e x p e c t e d  to c h a r g e  l ower  r en t  f o r  an  a bove  a v e r a g e  or  a v e r a g e  c r ed i t  
r i sk t e n a n t  t h a n  o t h e r  leases on s i mi l a r  o f f i c e  space  w h i c h  ha ve  be low a ve r a ge  
c icdi* r i sk t e n a n t s  as lessees.  Also,  a n  a b o v e  a v e r a g e  c r e d i t  r i sk t e n a n t  wou l d  be
l26Sc h a l l hc i m ,  J o h n s o n ,  Lease,  a n d  Mc Conne l l  [1987]  c o m m e n t  t ha t  
i n f o r m a t i o n  a s y m m e t r i e s  b e t w e e n  the  lessor  a n d  t he  lessee can  e x i s t  so t ha t  
w i t h o u t  p e r f e c t  i n f o r m a t i o n ,  lease p a y m e n t s  c ou l d  be pos i t i ve l y  r e l a t e d  to t he  lack 
o f  lessee c r e d i t  i n f o r m a t i o n  a long  w i t h  be i ng  a f f e c t e d  by the  d e f a u l t  r isk o f  the 
t enan t .
127The s c  o f f i c e  b u i l d i n g  t e n a n t  c r e d i t  c l a s s i f i c a t i o n s  closely fo l l ow 
s h o p p i n g  c e n t e r  t e n a n t  c l a s s i f i ca t i ons .  Sec U r b a n  L a n d  I n s t i t u t e  [1987],
7!
e x p e c t e d  to ha ve  a g r e a t e r  r e n t a l  d i s c o u n t  t ha n  an  a v e r a g e  c r e d i t  r i sk t e n a n t  
b e c a u s e  its c r e d i t  w o r t h i n e s s  wo u l d  be g r e a t e r . 1*8
H YPO T H ES IS  11: Land lords  charge above average and average credi t  
risk o f f i c e  tenants lower rent than below average
credi t  risk o f f i c e  tenants because o f  the lower
de fau l t  risk assoc ia ted with their credi t  worthiness.
Above average cred i t  risk tenants should be given the 
greater  discount.
L a n d l o r d s  m a y  c h a r g e  o u t - o f - s t a t e  t e n a n t s  h i ghe r  r en t a l  r a t es  f o r  severa l  
r easons .  Fi r s t ,  l a n d l o r d s  ma y  m a k e  e x - a n t e  a p p r a i s a l s  o f  t he  co l l e c t i b i l i t y  of  
d e f a u l t  j u d g m e n t s  a g a i n s t  t e n a n t s  w h o  are  f r o m  our - o f - s t a t e .  F r i e d m a n  [1983] 
notes  t ha t  c o l l ec t i on  costs  on d e f a u l t i n g  lessees a rc  h i ghe r  i f  t he i r  h o me  o f f i c e  or 
p r i n c i p a l  p l ac e  o f  bus ines s  is not  f o u n d  local ly.  Th u s ,  l a n d l o r d s  m a y  c h a r g e  out -  
o f - s t a t e  t en a n t s  h i ghe r  r e n t a l  r a t e s  because  o f  the  a d d e d  costs o f  c o n t r a c t  
e n f o r c e m e n t  in t he  case  o f  d e f a u l t .  A d d i t i o n a l l y ,  o u t - o f - s t a t e  o f f i c e  t e n a n t s  ma y  
be u n f a m i l i a r  w i t h  r e n t a l  r a t es  in t he  local  m a r k e t  p l ace  a n d  e nd  up  p a y i n g  more  
t h a n  k n o w l e d g e a b l e  local  t enant s .
H Y P O T H E S IS  12: Out-of-s tate  tenants are charged  higher rental  rales.
L a n d l o r d s  m a y  g r a n t  e x i s t i n g  t e n a n t s  r e n t a l  d i s c o u n t s  be c aus e  o f  the l ower
i n f o r m a t i o n  a n d  r e l eas i ng  costs a s soc i a t ed  w i t h  r e l ea s i ng  to a n  e x i s t i n g  t enant .  
T h e  r en t a l  p a y m e n t  a n d  m a i n t e n a n c e  r e c o r d  o f  t he  e x i s t i n g  t e n a n t  ha ve  been 
o b s e r v e d  by the  l a n d l o r d  so t h a t  i n f o r m a t i o n a l  a s y mm e t r i e s  a r e  r e duc e d .  Lc l and  
a n d  Pyle  [1977] a n d  S a n t o m c r o  [1984] i n d i c a t e  t h a t  l ower  b o r r o w i n g  costs  a rc  the 
resul t  o f  a b a n k  h a v i n g  pas t  i n f o r m a t i o n  a b o u t  a b o r r ower .  As w i t h  a b a n k ,  the  
o f f i c e  l a n d l o r d  is i n f o r m e d  a b o u t  a c u s t o m e r ’s p a y m e n t  r e c o r d  so t h a t  u n c e r t a i n t y
138Some  d e v e l o p e r s  ma y  g r an t  lease r a t e  d i s c o u n t s  to c r e d i t  w o r t h y  t en a n t s  
b e c a us e  t hey  h a v e  i n a d e q u a t e  c r e d i t  r a t i n g s  a n d  need c r e d i t  w o r t h y  o f f i c e  t en a n t s  
to o b t a i n  f i n a n c i n g .
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is r e d u c e d  r e s u l t i n g  in l o we r  lease ra t es .  A d d i t i o n a l l y ,  r e l e a s i n g  cos t s  s u c h  as n e w  
t e n a n t  s e a r c h  cos t s ,  r e m o d e l i n g  a n d  u p f i t t i n g  c h a r g e s ,  a n d  l ea s i n g  f e e s  a l o n g  w i t h  
f o r g o n e  r e v e n u e s  d u e  to t he  s pa c e  b e i n g  u n o c c u p i e d  a r e  l essened.
H Y P O T H E S I S  IS: E x i s t ing  tenants who s ign  renewal  leases  receive a 
discount  because o f  lower tnformation  a n d  leasing  
costs.
Term o f  L e a s e . O f f i c e  l eases  w i t h  l ong  t e r m s  ca n  d i m i n i s h  t he  p r o b l e m  o f  
l a n d l o r d  q u a s i - r e n t  a p p r o p r i a t i o n  as  wel l  as  d e c r e a s e  t he  l a n d l o r d ’s r i sk.  F r e q u e n t  
c o n t r a c t  r e n e g o t i a t i o n  a s s o c i a t e d  f r o m  t he  use o f  s ho r t  t e r m  leases  c o u l d  a l l o w  the 
o f f i c e  l a n d l o r d  to a p p r o p r i a t e  t he  t e n a n t ' s  c u s t o m e r  base  or  s pa ce  i m p r o v e m e n t s .
L o n g  t e r m  c o n t r a c t s  l essen t he  c h a n c e  o f  q u a s i - r e n t  e x p r o p r i a t i o n  by  t he  o f f i c e
b u i l d i n g  l a n d l o r d .  H o w e v e r ,  l o n g - t e r m  leases  a r e  l a r ge  i n v e s t m e n t s  f o r  some
o f f i c e  t e n a n t s  a n d  m a y  l e a d  to i n c r e a s e d  i m b a l a n c e s  in r i sk  b e a r i n g  i f  t he  o f f i c e
t e n a n t  ho l ds  an  u n d i  v e r s i f i e d  p o r t f o l i o  or  is g e o g r a p h i c a l l y  n o n - d i  v e r s i f i e d .  
T h e r e f o r e ,  as  t he  lease t e r m  l e n g t h e n s ,  t he  r i sk o f  t he  o f f i c e  t e n a n t  i nc r e as e s  
w h i l e  t he  r i sk o f  t h e  l a n d l o r d  de c r e a s es .  In a d d i t i o n ,  t he  l a n d l o r d  m a y  o f f e r  l o n g ­
t e r m  t e n a n t s  r e n t a l  d i s c o u n t s  in o r d e r  to r e d u c e  t e n a n t  t u r n o v e r  a n d  r e l e t t i n g  costs  
s u c h  as  n e w  t e n a n t  s e a r c h  e x p e n s e s ,  f o r g o n e  r en t ,  a n d  r e n o v a t i o n  cha r ge s .  T h u s ,  
o f f i c e  b u i l d i n g  l a n d l o r d s  o f f e r  t e n a n t s  r e n t a l  d i s c o u n t s  d e p e n d e n t  on  " l e n g t h - o f -  
s t ay"  b e c a u s e  t h e y  r ec e i v e  most  o f  t he  r i sk s h i f t i n g  b e n e f i t s  o f  l o n g - t e r m  leases  
a n d  e x p e r i e n c e  r e d u c e d  t e n a n t  t u r n o v e r  a n d  r e l e t t i n g  costs.
H Y P O T H E S I S  14: Land lords  o f f e r  long-t erm o f f i c e  tenants  “length-of-  
stay" discounts .
Se c u r i t y  Depos i t  a n d  Late  Payment  C h a rg e s . A s e c u r i t y  d e p o s i t  a n d  late 
p a y m e n t  c h a r g e s  p r o t e c t  t he  l a n d l o r d  a g a i n s t  u n w a n t e d  o p p o r t u n i s t i c  b e h a v i o r
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d e f a u l t  by  t he  l essee.139 S m i t h  a n d  W a k e m a n  [1985]  i n d i c a t e  t h a t  a s e c u r i t y
d e p o s i t  a n d  l a t e  p a y m e n t  c h a r g e s  g u a r a n t e e  t he  l es see’s m o n t h l y  r e n t a l  p a y m e n t s .
In a d d i t i o n ,  a s e c u r i t y  d e p o s i t  e n c o u r a g e s  t he  m a i n t e n a n c e  a n d  t i m e l y  r e t u r n  o f  
t he  l ea sed  s p a c e  by  t he  t e n a n t .
L a n d l o r d s  o r d i n a r i l y  r e q u i r e  t h a t  t e n a n t s  p a y  o n e  or  m o r e  m o n t h s  o f  r e n t  
in a d v a n c e  w h i c h  s e r ve  as  a s e c u r i t y  d e p o s i t . 130 I f  t he  l eased  s p a c e  is no t  r e t u r n e d  
in g o o d  c o n d i t i o n  o r  t he  t e n a n t  d oe s  no t  v a c a t e  t he  p r e m i s e s  by t he  lease 
t e r m i n a t i o n  d a t e ,  t he n  t he  s e c u r i t y  d e p o s i t  is u s e d  to c o m p e n s a t e  t he  l a n d l o r d . 131 
Also,  t h e  s e c u r i t y  d e p o s i t  p r o v i d e s  f u n d s  f o r  t he  l a n d l o r d  f o r  r e s t o r a t i o n  o f  the  
p r e m i s e s  in t h e  e v e n t  t h a t  the  t e n a n t  d e f a u l t s  u n d e r  i ts r e q u i r e m e n t  to m a i n t a i n  
t he  l ea s ed  space .  In a d d i t i o n ,  t h e  s e c u r i t y  d e p o s i t s  c a n  s e r v e  as  p a r t i a l  l i q u i d a t e d
d a m a g e s  i f  t he  t e n a n t  d e f a u l t s  on  a n y  o t h e r  l ease  p r o v i s i on .  T h u s ,  i f  a
r e q u i r e m e n t  f o r  a s e c u r i t y  d e p o s i t  or  o t h e r  c o n t r a c t u a l  p r o v i s i o n  r e d u c e s  
o p p o r t u n i s t i c  b e h a v i o r  by a t e n a n t  a n d  l eads  to d e c r e a s e d  l a n d l o r d  u n c e r t a i n t y ,  
t h e n  a l a n d l o r d  s h o u l d  r ec e i v e  l o we r  r en t s  t h a n  o t h e r  l a n d l o r d s  w i t h  s i m i l a r  asset s  
b u t  w i t h o u t  b e n e f i c i a l  l ease  p r o v i s i o n s . 133
l29C o n t r a c t u a l  p r o v i s i o n s  r e q u i r i n g  s e c u r i t y  d e p o s i t s  or  l a t e  f ees ,  w h i c h  can  
p e n a l i z e  t he  lessee f o r  u n w a n t e d  o p p o r t u n i s t i c  b e h a v i o r ,  a r e  a l t e r n a t i v e s  o f t e n  
us e d  to e c o n o m i z e  on l i t i g a t i o n  e x p e n s e s  b e c a u s e  p r o v i n g  c o n t r a c t  v i o l a t i o n s  f o r  
legal  r e m e d i e s  c a n  be cos t ly .
130Mos t  l egal  j u r i s d i c t i o n s  h a v e  s p e c i f i c  s t i p u l a t i o n s  r e g a r d i n g  s e c u r i t y  
depos i t s ,  s uc h  as  a n  o b l i g a t i o n  f o r  t he  l a n d l o r d  to pa y  i n t e r e s t  a n d  no t  c o m m i n g l e  
t he  f u n d  w i t h  o t h e r  monies .  See F r i e d m a n  [1983].
l31T h e  s e c u r i t y  d e p o s i t  m a y  not  f u l l y  c o v e r  a l l  losses to t he  l an d l o r d .  
H o w e v e r ,  t he  l a n d l o r d  c a n  sue  f o r  a d d i t i o n a l  c o m p e n s a t i o n .
13SIn a l t e r n a t i v e ,  i f  a c o n t r a c t u a l  p r ov i s i on  a l l o ws  f o r  g r e a t e r  o p p o r t u n i s t i c  
b e h a v i o r  by  a t e n a n t  a n d  l eads  to i n c r e a s e d  l a n d l o r d  u n c e r t a i n t y ,  t h e n  b u i l d i n g  
o w n e r s  w i t h  s i m i l a r  a s se t s  s h o u l d  r e c e i ve  h i g h e r  r e n t s  t h a n  o t h e r  l a n d l o r d s  of  
s i m i l a r  s pa c e  bu t  a b s e n t  d e t r i m e n t a l  l ease  p r ov i s i ons .
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H Y P O T H E S I S  15: A securi ty  depos i t  d ecreases  rent  because  the 
l a n d lo r d ’s uncer ta in ty  surrounding tenant  
oppor tunis t ic  behavior is r e d u c e d . 133
A s s i e n m e n t . A Landl ord  m a y  no t  w a n t  t o  a l l o w  a l ease  a s s i g n m e n t  un l e s s  he 
is c o n v i n c e d  t h a t  t he  s u b s t i t u t e  t e n a n t  or  a s s i g n e e  h a d  f i n a n c i a l  s t r e n g t h  g r e a t e r  
t h a n  o r  e q u a l  to t he  o r i g i n a l  t e n a n t  o r  a s s i gnor .  F u r t h e r m o r e ,  t h e  l a n d l o r d  m a y  
wi s h  to e n s u r e  t h a t  t he  a s s i g n m e n t  wi l l  no t  d i s r u p t  t he  o f f i c e  b u i l d i n g  o c c u p a n t  
m i x  a n d  b r e a k  a n y  l ease  c o v e n a n t s  r e g a r d i n g  use.  H o w e v e r ,  a s s i g n m e n t  m a y  not  
be d e s i r a b l e  e v e n  i f  t he  f i n a n c i a l  s t r e n g t h  o f  t he  a s s i g n e e  is good.  S t r u m  [1987]  
o b s e r v e s  t h a t  i f  t he  t e n a n t  is a key  o c c u p a n t  in a n  o f f i c e  b u i l d i n g ,  a n  a s s i g n m e n t  
m a y  not  be p e r m i t t e d  b e c a u s e  o f  t he  h a r m f u l  i m p a c t  t h a t  t he  loss o f  a m a j o r  
t e n a n t  m a y  h a v e  on t he  b u i l d i n g ' s  p e r c e i v e d  va lue .  T h e r e f o r e ,  l a n d l o r d s  t y p i c a l l y  
r e q u i r e  t h a t  a t e n a n t  c a n n o t  a ss i gn  h i s  l ease  or  s ub l e t  a n y  p a r t  o f  t he  p r e m i s e s  
w i t h o u t  w r i t t e n  c o n s e n t  f r o m  the  l a n d l o r d . 134 A n y  a s s i g n m e n t  w i t h o u t  t he  
l a n d l o r d ’s w r i t t e n  c o n s e n t  w o u l d  c o n s t i t u t e  a d e f a u l t ,  so t h a t  t he  l a n d l o r d  m a y  
t e r m i n a t e  t he  l ea s e . 135 In a d d i t i o n ,  t he  l essee’s a s s i g n m e n t  o r  s u b l e t t i n g  
a r r a n g e m e n t  w o u l d  be void.
H Y P O T H E S I S  16: Covenants  prevent ing  ass ignment  d e c re a s e  the 
landlord's  uncerta in ty  a n d  should reduce rent.
S t a n d a r d s  o f  Tenant's Opera t ions . T o  e n a b l e  d e v e l o p m e n t  o f  a n  e f f e c t i v e  
t e n a n t  mix ,  t he  o f f i c e  b u i l d i n g  o w n e r / m a n a g e r  n o r m a l l y  i ns i s t s  t h a t  t he  t e n a n t  
use t he  l eased s pa c e  f o r  o f f i c e  p u r p o s e s  only.  T h e  A m e r i c a n  Bar  As s o c i a t i o n
i t t
In o r d e r  f o r  a s e c u r i t y  d e p o s i t  to i n d i c a t e  a r e d u c t i o n  in u n w a n t e d  
t e n a n t  b e h a v i o r  a n d ,  t hus ,  a l owe r  l ease  r e n t a l  p a y m e n t ,  t h e  v a l u e  o f  t he  
c o e f f i c i e n t  f o r  t he  v a r i a b l e  r e p r e s e n t i n g  the  s e c u r i t y  de pos i t  ha s  to be g r e a t e r  
t h a n  t h e  f o r g o n e  i n t e r e s t  on  t he  depos i t .
l34T h c  A m e r i c a n  Bar  A s s o c i a t i o n  ]1987,  p. 885] r e p o r t s  t h a t  in a m a j o r i t y  of  
s t a t e s ,  c o u r t s  h a v e  u p h e l d  t h e  l a n d l o r d ’s r i g h t  to . w i t h h o l d  c o n s e n t  to a 
s u b l e a s e  or  a s s i g n m e n t  a r b i t r a r i l y  a n d  c a p r i c i ous l y . "
135F r i c d m a n  [1983] c o m m e n t s  t h a t  a s s i g n m e n t  by  o p e r a t i o n  o f  l aw w h i c h  
i n c l u d e s  b a n k r u p t c y  p r o c e e d i n g s  w o u l d  not  c o n s t i t u t e  a d e f a u l t .
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[1987] c o m m e n t s  t h a t  it is in t he  l a n d l o r d ’s b e n e f i t  to ha ve  p r ov i s i ons  r e s t r i c t i n g  
t he  t e n a n t ’s use o f  t he  l eased premises .  F o r  e x a mp l e ,  i f  t he  l a n d l o r d  has  a h i gh  
q u a l i t y  o f f i c e  b u i l d i n g ,  t he  l a n d l o r d  m a y  r es t r i c t  t he  t e n a n t  to e x e c u t i v e  or  
a d m i n i s t r a t i v e  o f f i c e  use t h a t  does  not  g e n e r a t e  a h i gh  t r a f f i c  vo l ume .  Thus ,  a 
l ease u s ua l l y  expres s l y  s t a t es  t he  pu r pose  f o r  w h i c h  a t e n a n t  is a l l o w e d  to use the 
space.  In a d d i t i o n ,  t he  a g r e e m e n t  r e q u i r e s  t h a t  the o c c u p a n t  m a i n t a i n  i ts p r emi ses  
a n d  c o n d u c t  its a c t i v i t i e s  in a m a n n e r  cons i s t en t  w i t h  o t h e r  t ena n t s .  Fo r  ma j o r  
o f f i c e  t e na n t s ,  t h e r e  m a y  be a p r ov i s i on  w h i c h  r eq u i r e s  t h a t  t he  o f f i c e  space  be 
used c o n t i n u o u s l y  t h r o u g h o u t  t he  t e r m o f  t he  lease a n d  not  be closed.  A large 
a m o u n t  o f  u n o c c u p i e d  spa ce  gives  t he  p r o p e r t y  a n  u n d e s i r a b l e  a p p e a r a n c e .  
H o w e v e r ,  a c l ause  a l l o wi n g  a rel ease  f r o m  the r es pons i b i l i t y  o f  c o n t i n u o u s  
o p e r a t i o n  b e c a us e  o f  s t r i kes ,  ac t s  o f  God ,  etc.  is u s ua l l y  i nc l uded .
Operat ional  Expense  Allowance. An o f f i c e  b u i l d i n g  l a n d l o r d  u s ua l l y  agrees  
to p a y  alt  o p e r a t i n g  e x p e n s e s  f o r  t he  l eased space,  bu t  also i nc l ude s  t he  r i gh t  to 
assess t he  t e n a n t  f o r  f u t u r e  o p e r a t i o n a l  costs  wh i c h  a r e  in excess  o f  its f i r s t  year  
e x p e n s e  base  or  a l l owa nc e .  F r i e d m a n  [1983] c o m m e n t s  t h a t  o p e r a t i n g  e x p e n s e s  a r e  
n o r ma l l y  w r i t t e n  to i nc l ud e  all  costs p a i d  or  i n c u r r e d  by  t he  l a n d l o r d  w i t h  respect  
to t he  o p e r a t i o n ,  c l e a n i n g ,  r epa i r ,  s e c u r i t y ,  a n d  m a i n t e n a n c e  o f  t he  b u i l d i ng .  An 
o p e r a t i n g  e x p e n s e  a l l o w a n c e  p r ov i s i on  se rves  as a he dge  a g a i n s t  o p e r a t i n g  e xpe ns e  
i nc r eas es  f o r  w h i c h  t he  l a n d l o r d  m a y  not  be p r o t ec t ed . *36
T h e  t e n a n t ’s o p e r a t i n g  e x p e n s e  a l l o w a n c e  is u s ua l l y  d e t e r m i n e d  by d i v i d i n g  
t he  r e n t a b l e  a r e a  o f  t he  l eased p r emi ses  by  the  e n t i r e  r e n t a b l e  a r ea  o f  t he  o f f i c e  
b u i l d i n g  a n d  m u l t i p l y i n g  the  r e s u l t i ng  r a t i o  by the  e s t i ma t ed  o p e r a t i o n a l  e xpenses  
rtf t he  b u i l d i n g .  H o w e v e r ,  some t en a n t s  n e go t i a t e  h i ghe r  o p e r a t i o n a l  e xpe nse
1S6S t a m b a u g h  (1978)  r epo r t s  t h a t  t he  i n f l a t i o n  o f  t he  1970’s f o r c e d  o f f i c e  
b u i l d i n g  o w n e r s  to s h i f t  some or  all  o f  t he  i n f l a t i o n  r i sk o n t o  t he  t enant .  
De v e l o p e r s  o r i g i n a l l y  pa i d  al l  o f  t he  o p e r a t i o n a l  expense ,  but  t he  a d d e d  costs  due  
to i n f l a t i o n  l essened ca s h f l ows .
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a l l owa nc e s .  Th u s ,  as t he  o p e r a t i n g  e xpe nse  a l l o w a n c e  i ncreases ,  t he  p r o b a b i l i t y  o f  
t he  l a n d l o r d  r e c e i v i n g  a d d i t i o n a l  r en t  is r e duc e d .
H YPO T H E S IS  17: As the operat ional  expense al lowance increases, the 
landlord's probab i l i ty  o f  receiving add i t iona l  rent  
decreases , so that the 1and lord  is exposed  to grea ter  
risk and  charges higher rent.
Construction Delay Release. T h e  c o n s t r u c t i o n  p r ov i s i on  is u s u a l l y  a 
c o v e n a n t  r e q u i r i n g  the  l a n d l o r d  to d e l i v e r e d  o f f i c e  space  in a c c o r d a n c e  w i t h  the 
o f f i c e  b u i l d i n g  si te p l a n  a n d  a p p l i c a b l e  m u n i c i p a l  laws.  For  o f f i c e  space,  it is 
usua l  f o r  t he  lessor  to c omp l e t e  t he  o f f i c e  spa ce  in its e n t i r e t y  ( ca l l ed  a " t u r n k e y  
j o b ”), so t h a t  it is r e a d y  to hol d  t he  t e n a n t ’s f i x t u r e s  a n d  f u r n i t u r e .  H o w e v e r ,  a 
d e a d l i n e  f o r  t he  c o m p l e t i o n  or  r e m o d e l i n g  o f  t he  p r emi s e s  is n e e d e d  f o r  the  
p r o t e c t i o n  o f  t he  t en a n t .  T h e  t e n a n t  is e x pos e d  to c o n s i d e r ab l e  costs  w h e n  
o p e n i n g  a ne w o f f i c e .  The s e  costs  i n c l u d e  a t t o r n e y ’s fees ,  m o v i n g  c on t r a c t s ,  a nd  
c o m m i t m e n t s  f o r  f i x t u r e s ,  e q u i p m e n t ,  a n d  f u r n i t u r e .  T h e  l a n d l o r d ’s f a i l u r e  to 
p r o v i d e  o f f i c e  s pace  in a t i me l y  m a n n e r  w o u l d  be a quas i  r en t  a p p r o p r i a t i o n  by 
the  l an d l o r d .  T h e r e f o r e ,  o f f i c e  leases s ome t i me s  c o n t a i n  a c o n s t r u c t i o n  de l a y  
re l ease  w h i c h  can  d i s c o u r a g e  q u a s i - r e n t  a p p r o p r i a t i o n  by the  l a n d l o r d  t h r o u g h  
g i v i ng  the  t e n a n t  t he  o p p o r t u n i t y  to c ance l  t he  lease a n d  c o n t r a c t  f o r  space  
e l s e wh e r e  i f  t he  d e l i v e r y  d a t e  d e a d l i n e  is no t  m e t . 137 A c o n s t r u c t i o n  de l a y  rel ease 
is u s ua l l y  f o u n d  w h e n  the  t e n a n t  is u n s u r e  o f  t he  l a n d l o r d ’s a b i l i t y  to f u l f i l l  t he  
o b l i g a t i o n s  o f  t he  lease.  A c o n s t r u c t i o n  d e l a y  re l ease  p r o v i s i o n  a l l ows  t he  t e n a n t  
to e n d  t he  a g r e e m e n t  w i t h o u t  e x p o s u r e  to l i a b i l i t y  or  r i sk.  H o w e v e r ,  t he  l a n d l o r d  
be a r s  a d d i t i o n a l  r isk.
A c o n s t r u c t i o n  de l a y  r e l ease  is s o m e w h a t  s i m i l a r  to a lessee c a n c e l l a t i o n  
p r ovi s i on .  H o w e v e r ,  u n l i k e  a lessee c a n c e l l a t i o n  p r o v i s i o n  w h i c h  is r ea l l y  a pu t  
he l d  by the  lessee,  t he  c o n s t r u c t i o n  d e l a y  re l ease  is a lessee pu t  t h a t  becomes  va l id  
on l y  i f  t he  l a n d l o r d  f a i l s  to p e r f o r m.
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H Y P O T H E S I S  18: A provis ion al lowing fo r  a construct ion d e l a y  release  
towers  risk f o r  the tenant, but raises  risk f o r  the 
landlord,  so ad d i t i o n a l  rent is charged .
L a n d lord  Relocat ion Ristht. O f f i c e  l eases  o f t e n  c o n t a i n  a p r o v i s i o n  w h i c h  
a l l o w s  t he  l a n d l o r d  t he  r i g h t  to r e l o c a t e  a t e n a n t  to c o m p a r a b l e  q u a r t e r s  w i t h i n  
t he  b u i l d i n g  a f t e r  g i v i n g  a d e q u a t e  no t i c e  a n d  a g r e e i n g  in w r i t i n g  to p a y  all  
r e a s o n a b l e  m o v i n g  e xpe ns e s .  T h e  r e l o c a t i o n  r i g h t  e n a b l e s  t he  l a n d l o r d  to r e l o c a t e  
t e n a n t s  so as  to me e t  e x p a n s i o n  r e q u i r e m e n t s .  A d d i t i o n a l l y ,  t he  r e l o c a t i o n  
p r o v i s i o n  p e r m i t s  the  l a n d l o r d  to r e a d j u s t  hi s  s pa c e  i n v e n t o r y  in a m o r e  e f f i c i e n t  
m a n n e r  w h i c h  s h o u l d  r e d u c e  t he  r e l e a s i n g  a n d  o p e r a t i o n a l  e x p e n s e s  o f  t he  
b u i l d i n g .  T h e  l a n d l o r d  c o u l d  a d j u s t  f l oo r  c o n f i g u r a t i o n  to b e c o m e  m o r e  a t t r a c t i v e  
to n e w  t e n a n t s  o r  to r e d u c e  u t i l i t y  a n d  j a n i t o r i a l  expe nse s .  H o w e v e r ,  t e n a n t  
m o v i n g  cos t s  m u s t  be c o n s i d e r e d  by t he  l a n d l o r d  w h e n  m a k i n g  a t e n a n t  r e l o c a t i o n  
de c i s i on .  N e v e r t h e l e s s ,  a r e d u c t i o n  in b u i l d i n g  l e a s i ng  a n d  o p e r a t i n g  cos t s  c o u l d  
be t r a n s f e r r e d  to t he  t e n a n t  as c o m p e n s a t i o n  f o r  hi s  w i l l i n g n e s s  to r e l o c a t e  a n d  
t he  d i s r u p t i o n  it c r ea t e s .
H Y P O T H E S I S  19: Land lords  grant  rental  di scoun ts  in e xchange  for  
receiving a r ight  to relocate  the tenant.
IV.  S u m m a r y
T h i s  c h a p t e r  p r o v i d e d  r i s k  a l l o c a t i o n  a n d  o p p o r t u n i s t i c  b e h a v i o r  
m i n i m i z a t i o n  r a t i o n a l e s  f o r  t he  e x i s t e n c e  o f  r e t a i l  a n d  o f f i c e  l ease  p r ov i s i ons .  
T e s t a b l e  h y p o t h e s e s  c o n c e r n i n g  r e t a i l  a n d  o f f i c e  l eases  w e r e  g i ven .  T a b l e  3 
s u m m a r i z e s  t he  e x p e c t e d  i m p a c t  o f  c e r t a i n  l ease  p r o v i s i o n s  on n o m i n a l  r e t a i l  a n d  
o f f i c e  r en t .  H o w e v e r ,  a r c  l ease  p r o v i s i o n s  p r i c e d  i n t o  n o m i n a l  l ease  r a t e s?  T h e  
n e x t  c h a p t e r  wi l l  e s t i m a t e  h e d o n i c  r e n t a l  e q u a t i o n s  f o r  r e t a i l  a n d  o f f i c e  leases.  
T h e  h e d o n i c  r e n t a l  e q u a t i o n s  i n c l u d e  v a r i a b l e s  r e p r e s e n t i n g  l ease p r ov i s i ons .
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T A B L E  3
E xp ec ted  Im pact  o f  Lease  Prov is ions on Retai l  and O f f i c e  Rent
H y p o t h e s i s  Le a s e  P r o v i s i on  E x p e c t e d  I mp a c t
on  R e n t *
R e t a i l  Leases :
1 T e r m  o f  Lease -
2 R e n e w a l  O p t i o n +
3 L a t e  P a y m e n t  C h a r g e s -
4 R e n t  E s c a l a t i o n -
5 L a n d l o r d  R e n t a l  C o n c e s s i o n +
6 L a n d l o r d  C a n c e l l a t i o n -
7 De f a u l t :  N a t i o n a l  a n d  Loca l  C h a i n  St ores -
8 Rent :  S h o p p e r  D r a w s -
9 L o w e r  P e r c e n t a g e  o f  Sa l es  R e n t +
10 H i g h e r  Sa l es  B r e a k - P o i n t +
O f f i c e  Leases :
11 D e f a u l t :  A b o v e  A v e r a g e  a n d  A v e r a g e  C r e d i t  
R i s k  O f f i c e  T e n a n t s -
12 D e f a u l t :  O u t - o f - S t a t e  T e n a n t s +
13 D e f a u l t :  Ex i s t i n g  T e n a n t s -
14 T e r m  o f  Leas e -
15 S e c u r i t y  De pos i t -
16 C o v e n a n t s  P r e v e n t i n g  A s s i g n m e n t -
17 I n c r e a s i n g  O p e r a t i o n a l  E x p e n s e  A l l o w a n c e +
18 C o n s t r u c t i o n  De l a y  Re l e a s e +
19 L a n d l o r d  R e l o c a t i o n  R i g h t -
*+ -  po s i t i v e  i m p a c t  
- -  n e g a t i v e  i m p a c t
C H A P T E R  4 
EM PIR IC AL R E S U L T S
C h a p t e r  4 d e m o n s t r a t e s  h o w  t he  r e s o l u t i o n  o f  c o n t r a c t i n g  i ssues  o r i g i n a t i n g  
f r o m  t he  e x i s t e n c e  o f  r i s ks  a n d  o p p o r t u n i s t i c  b e h a v i o r  a f f e c t  t he  s t r u c t u r e  of  
s h o p p i n g  c e n t e r  a n d  o f f i c e  b u i l d i n g  leases.  Se c t i on  I i n t r o d u c e s  a n  e m p i r i c a l  
m o d e l  w h i c h  u t i l i z e s  r e t a i l  a n d  o f f i c e  l ease  d a t a  t o  e x a m i n e  t he  e f f e c t s  o f  
p r o v i s i o n s .  S e c t i o n  II p r e s e n t s  t he  e m p i r i c a l  r e s u l t s  w h i c h  s h o w  t h a t  t he  r e s o l u t i o n  
o f  c o n t r a c t i n g  i ssues  is i m p o r t a n t  to r e t a i l  l a n d l o r d s  a n d  t e n a n t s  in d e t e r m i n i n g  
lease  s t r u c t u r e ,  i n c l u d i n g  t he  use o f  s p e c i f i c  p r ov i s i ons .  In Se c t i on  III,  a n o t h e r  set  
o f  e m p i r i c s  i n d i c a t e s  t h a t  t he  r e s o l u t i o n  o f  c o n t r a c t i n g  c o n c e r n s  is a l so r e l e v a n t  to 
e x p l a i n i n g  h o w  o f f i c e  l essors  a n d  lessees s t r u c t u r e  leases,
I. Empirical  Model
E x p l a n a t i o n s  o f  w h y  c o n t r a c t u a l  p r o v i s i o n s  h a v e  v a l u e  w e r e  d e v e l o p e d  in 
S e c t i o n  II a n d  Se c t i on  III o f  C h a p t e r  3. T h e  e m p i r i c a l  t es t s  fo i  l ease  p r ov i s i on  
p r i c i n g  wi l l  o c c u r  t h r o u g h  a r e d u c c d - f o r m  m e t h o d o l o g y  a n d  a h e d o n i c  e q u a t i o n . 13® 
P r e v i o u s  l i t e r a t u r e  on  r e n t  v a r i a t i o n s  i n c l u d e s  C l a p p  [1980],  H o u g h  a n d  K r a t z  
[1983] ,  B r e n n a n ,  C a n n a d a y ,  a n d  Co l we l l  ( BCC)  [1984],  C a n n a d a y  a n d  K a n g  [1985],  
a n d  G u n t c r m a n n  a n d  N o r r b i n  [1987],  T h e  m o d e l  e s t i m a t e d  h e r e  c o n t a i n s  v a r i a b l e s
I58A n o t h e r  w a y  to i n d i c a t e  t h a t  p r o v i s i o n s  h a v e  va l u e  is by  a m a r k e t  
f a i l u r e  a n a l o g y .  A m a r k e t  f a i l u r e  f o r  l ease p r o v i s i o n s  m a y  e n s u e  i f  l a n d l o r d s  a n d  
t e n a n t s  a r e  i n d i f f e r e n t  or  o b l i v i o u s  to l ease  p r ov i s i ons .  Suc h  p o t e n t i a l  f a i l u r e s  
w o u l d  be  n o t i c e d  in l ease  c o n t r a c t s  w h e r e  p r o v i s i o n s  w o u l d  no t  be  p r e s e n t  o r  on l y  
p r e s e n t  in a r a n d o m  m a n n e r .  Le a s e  p r o v i s i o n s  f o u n d  in a r a n d o m  m a n n e r  w o u l d  
i n d i c a t e  t h a t  t h e y  h a v e  no  va lue .  H o w e v e r ,  i t  is e a s i l y  o b s e r v e d  t h a t  p u r p o s e f u l  
p r o v i s i o n  v a r i a t i o n  docs  e x i s t  a n d  a m a r k e t  f a i l u r e  ha s  no t  o c c u r r e d .  See H o u g h  
a n d  K r a t z  [1987]  f o r  a s i m i l a r  a r g u m e n t  r e g a r d i n g  w h e t h e r  good  a r c h i t e c t u r e  
a f f e c t s  o f f i c e  r e n t a l  rat es .
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r e p r e s e n t i n g  spa t i a l  a n d  lessee c ha r a c t e r i s t i c s ,  m a r k e t  c o n d i t i o n s ,  a n d  c o n t r a c t u a l
* - 1 3 0p r o v i s i o n s /
A. The Rent  Equation
Lessors  wi l l  o f f e r  t e n a n t s  r en t  based  u p o n  t he  phys i c a l  c h a r a c t e r i s t i c s  o f  
t he  l eased space ,  t he  t e n a n t  c ha r a c t e r i s t i c s ,  t h e  m a r k e t  c o n d i t i o n s ,  a n d  t he  lease 
p r ov i s i ons  w h i c h  i nc l ude  c o v e n a n t s  a n d  con t i nge nc i e s .  T h e r e f o r e ,  l a n d l o r d s  may  
c h a r g e  d i f f e r e n t  t e n a n t s  lease p r i ces  wh i c h  v a r y  based u p o n  t h e i r  spa t i a l ,  t e n a n t ,  
m a r k e t ,  a n d  c o n t r a c t u a l  c h a r a c t e r i s t i c s .  I f  t he  l aw o f  one  p r i c e  ho l ds  f o r  real  
e s t a t e  m a r k e t s ,  t hen  these  c h a r a c t e r i s t i c s  s h o u l d  be i n c o r p o r a t e d  in to  n o mi n a l  
r en t a l  rates .  Th u s ,  t he  i mp l i e d  e q u a t i o n  f o r  r e t a i l  r en t s  is:
r = r (Z)  ( I )
w h e r e  r is t he  r en t  f o r  r e t a i l  space ,  a n d  Z  is a vec t o r  o f  spa t i a l ,  t e n a n t ,  ma r k e t ,  
a n d  c o n t r a c t u a l  c h a r a c t e r i s t i c s  or  a t t r i b u t e s  [Z -  ( z r  . . ., zn )]. By d i f f e r e n t i a t i n g  
r (Z)  w i t h  r espec t  to z., one  c a n  o b t a i n  a set  o f  m a r g i n a l  pr i ces .  A c c o r d i n g  to the 
s t r u c t u r a l  r e l a t i o n s h i p  f o r  r (Z) ,  t he  e s t i m a t i o n  o f  t hese  m a r g i n a l  p r i c e s  is 
e q u i v a l e n t  to d i r e c t  o bs e r v a t i o n s  on p r i ces  o f  t he  c o m p o n e n t  c h a r a c t e r i s t i c s  or 
a t t r i b u t e s .
B, Equil ibrium Lease Payment
Mc Co n n e l l  a n d  S c h a l l h c i m [1983] d e v e l o p  a r e d u c e d - f o r m  m e t h o d o l o g y  f o r  
e s t i m a t i n g  an  e q u i l i b r i u m  lease p a y m e n t ,  ELP,  t h a t  i n c o r p o r a t e s  c h a n g e s  in asset
13&T h e  t e n a n t ’s l oca t ion  a n d  c o m p e t i t i v e  c o n d i t i o n s  a f f e c t  t he  l evel  o f  
r en t a l  p a y m e n t s .  A r e t a i l  or  o f f i c e  space  w i t h  a be t t e r  l oca t i on  p r o v i d e s  i nc r e as e d  
b a r g a i n i n g  p o w e r  to t he  l and l o r d .  Thus ,  bo t h  a l a r ge r  base r en t  a n d  p e r c e n t a g e  o f  
sales r en t  m a y  resu l t  f o r  t he  r e t a i l  lessee or  j u s t  a l a r ge r  f i x e d  r en t  f o r  the o f f i c e  
oc c u p a n t .
81
pr i c e s . 140, 141 T h e  va l ue  o f  an  E L P  can  r e f l e c t  t he  l o n g - r u n  s u p p l y  p r i c e  o f  r et a i l  
a n d  o f f i c e  s pa ce  f o r  n o n c a n c e l a b l e  lease a g r e e me n t s .  A s s u m i n g  r ea l  e s t a t e  m a r k e t s  
a r e  e f f i c i e n t ,  E L P  can  be  e xpr e s s e d  as:
t-i
A - h*A - E L P S R / *  = 0 (2)O O I
i=l
w h e r e  A is t he  m a r k e t  va l u e  o f  t he  l eased asset  at  t i me  t * 0, h*A c ompr i s e s  theo O ^
p r e s e n t  va l ue  o f  t he  r e s i d u a l  va l ue  o f  t he  asset  a t  t he  c o n t r a c t ’s m a t u r i t y ,  R f is the 
r i sk f r e e  r a t e  p l us  one,  a n d  t is ‘he t e r m  o f  t he  lease c o n t r a c t . 142 T h e  v a r i a b l e  h 
r e p r e s e n t s  a f u n c t i o n  c ompos e d  o f  t he  e x p e c t e d  r a t e  o f  a p p r e c i a t i o n  or  
d e p r e c i a t i o n  f o r  t he  s h o p p i n g  c e n t e r  or  o f f i c e  b u i l d i n g ,  t he  v o l a t i l i t y  o f  the 
m a r k e t  va l ue  o f  t he  s t r u c t u r e ,  a n d  the  r i s k - f r e e  r a t e  o f  i n te res t .  S i nce  t he  lease is 
a s s u m e d  to be d e f a u l t - f r e e ,  t he  d i s c o u n t e d  va l ue  o f  an  a s se t ’s r e s i d u a l  va lue  is the  
on l y  d e t e r m i n a n t  o f  r en t a l  p a y me n t ,  Th u s .  A q - h lA o r e p r e s e n t s  t he  va l u e  o f  the 
asset  i nc r e a s e d  or  used up  d u r i n g  the  l ease term.
T h e  mode l  is i m p l e m e n t e d  by u s i ng  ye a r l y  p r o p e r t y  a p p r a i s a l s  f o r  each  
s h o p p i n g  c e n t e r  or  o f f i c e  b u i l d i n g  a n d  by a s k i n g  the  l a n d l o r d / i n v e s t o r  f o r  his 
e x p e c t a t i o n  a b o u t  t he  f u t u r e  m a r k e t  va l ue  o f  t he  s h o p p i n g  c e n t e r  at  v a r i ou s  po i n t s  
in t ime.  A d d i t i o n a l l y ,  a c o n s t a n t  t e r m  is a d d e d  to t he  r egr e s s i on  e q u a t i o n  to 
c o m p e n s a t e  f o r  t axes  a n d  o t h e r  f a c t o r s  not  d i r e c t l y  cons i de r ed .
140Mc Co n n c l l  a n d  S c h a l l h e i m  {1983] c r e a t e  a m u l t i - p e r i o d  mode l  f o r  
f i n a n c i a l  t ease v a l u a t i o n  by m e r g i n g  Mi l l e r  a n d  U p t o n ’s [1976] s i ng l e - pe r i od  model  
w i t h  t he  m u l t i - p e r i o d  v a l u a t i o n  me t h o d o l o g y  o f  R u b i n s t e i n  [1976] a n d  Gc s ke  
[1977],  Mc Co n n e l l  a nd  S c h a l l h e i m ’s mode l  i n d i c a t e s  t ha t  the e q u i l i b r i u m  lease 
p a y m e n t  is n e g a t i v e l y  r e l a t e d  to t he  d i s c o u n t e d  va l ue  o f  t he  c o v a r i a n c e  b e t w e e n  a 
m a r k e t  f a c t o r  a n d  t he  l o g a r i t h m  o f  t he  l eased a s s e t ’s r a t e  o f  e c o n o mi c  
d e p r e c i a t i o n ,  wh i l e  be i ng  a s s oc i a t e d  wi t h  a m u l t i - p e r i o d  r i s k - f r e e  i n t e r es t  ra t e .
l41S c h a l l h e i m ,  J o h n s o n ,  Lease ,  a n d  Mc Co n n e l l  [1987]  tes t  Mc Co n n e l l  a nd  
S c h a l l h e i m ’s mode l  a n d  s h o w  t h a t  t he  r e l a t i v e l y  h i g h e r  y i e l ds  on f i n a n c i a l  leases 
(ver sus  d e b t  o f  e q u i v a l e n t  r i sk)  c a n  be e x p l a i n e d  by the  d i s c o u n t e d  v a l u e  o f  the
leased asse t ' s  r e s i d u a l  va l ue  c o v a r i a n c e  r isk.
143T h c  r e d u c e d - f o r m  m e t h o d o l o g y  a l l ows  speci a l  a t t e n t i o n  to v a r i a t i o n  in 
lease provi s i ons .
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C. Hedonic Equation
In o r d e r  to d e m o n s t r a t e  t he  e f f e c t  o f  c o n t r a c t u a l  p r o v i s i o n s  on the  d e m a n d  
for  r e n t a l  space ,  a s t a n d a r d  h e d o n i c  e q u a t i o n  as u t i l i z e d  by Ro s e n  [1974] is 
e m p l o y e d : 14*
n n n
TOTPSF.  -  bQ 4 bjELP. + £  b.Sr + £  bkT jk + £  bLC.L + Cj (3)
j = l  k = l  L = 1
w h e r e  t he  t o ta l  a n n u a l  f i x e d  or  base r en t  pe r  s q u a r e  f oot  or  T O T P S F  f o r  the ith 
l ease is a l i n e a r  f u n c t i o n  o f  an  i n t e r c e p t  bQ, t he  e q u i l i b r i u m  lease p a y m e n t  (ELP) ,  
s p a t i a l  c h a r a c t e r i s t i c s  (S/s) ,  t e n a n t  c h a r a c t e r i s t i c s  ( T k*s), c o n t r a c t u a l  p r ov i s i ons  
( CL’s), a n d  an e r r o r  t e r m . 144, 146 T O T P S F  is t he  d e p e n d e n t  va r i a b l e  be c aus e  wh e n  
h o l d i n g  o t h e r  f a c t o r s  c o n s t a n t ,  d c m a n d c r s  a n d  s u p p l i e r s  o f  r e t a i l  a n d  o f f i c e  space 
arc  p r i n c i p a l l y  i n t e r e s t e d  in t he  a m o u n t  o f  f i x e d  r en t  to be p a i d  or  r ece ived .
A r esu l t  o f  t he  mode l  s hou l d  be a s i g n i f i c a n t  r e l a t i o n s h i p  b e t w e e n  ac t ua l  
a n d  e q u i l i b r i u m  l o n g - r u n  lease p a y m e n t s .  T h e  c o e f f i c i e n t  f o r  E L P  is e x p e c t e d  to 
be pos i t i ve  a n d  a p p r o x i m a t e l y  e q u a l  to I. T h i s  w o u l d  i n d i c a t e  t h a t  t h e  base r en t  
is c omp o s e d  o f  t he  E L P  a d j u s t e d  f o r  s pe c i f i c  s pa t i a l  a n d  t e n a n t  c h a r a c t e r i s t i c s  a nd  
lease p r ovi s i ons .  Seve r a l  lease c o v e n a n t s  a n d  c o n t i n g e n c i e s  a r c  i n c l u d e d  in the  
r eg r e s s i on  e q u a t i o n  in o r d e r  to d e t e r m i n e  w h e t h e r  or  not  t he  p r o v i s i o n s  a f f e c t  r en t  
rates .  In a d d i t i o n ,  the p r ox i e s  f o r  a t e n a n t ’s d e f a u l t  r isk a n d  c e r t a i n  o t h e r  t en a n t  
a n d  s pa t i a l  c h a r a c t e r i s t i c s  a re  e n t e r e d  i n t o  t he  model .
1 4 3 Ros e n  [1974] sets f o r t h  a h e d o n i c  p r i c e  i nd e x  f o r  e x p l a i n i n g  t he  p r i c i ng  
v a r i a t i o n  o f  c ompos i t e  p r oduc t s .  C l a p p  [1980],  Flough a n d  K r a t z  [1983],  a n d  
B r e n n a n ,  C a n n a d a y ,  a n d  Co l we l l  [1984]  d e m o n s t r a t e  t h a t  t h e  m a r k e t  f o r  o f f i c e  
s pace  f o l l ows  R o s e n ’s c r i t e r i a  f o r  s t r u c t u r a l  ana lys i s .  Th u s ,  R o s e n ’s h e don i c  
r eg r e s s i on  m e t h o d o l o g y  al so s h o u l d  be a b l e  to s how a c o n n e c t i o n  b e t w e e n  retai l  
space  r e n t  a n d  the  e x p l a n a t o r y  c h a r a c t e r i s t i c s .  A p p e n d i x  2 r ev i e ws  Ro s e n ' s  t heor y  
o f  c o mp o s i t e  p r o d u c t  p r i c i n g  as a p p l i e d  to c o m m e r c i a l  l easing.
l44Si nce  t he  m o d e l ’s f u n c t i o n a l  f o r m  is l i ne a r ,  t he n  it is i mp l i e d  t ha t  the  
c o n t r i b u t i o n s  o f  e a c h  i n d e p e n d e n t  v a r i a b l e  to t he  p r i c e  o f  t he  l eased  space  is 
c o n s t a n t  t h r o u g h o u t  t he  s ampl e ,  a n d  i n d e p e n d e n t  o f  t he  ove r a l l  c o mp o s i t i o n  o f  t he  
lease c o n t r a c t .
14SM a r k e t  c o n d i t i o n s  a r e  r e f l e c t e d  in t he  e s t i ma t e  o f  ELP,  so t h e y  will  not  
be i n c l u d e d  as s e p a r a t e  i n d e p e n d e n t  va r i a b l e s  in t he  h e d o n i c  model .
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II. Retai l  Lease Empirical  Results
T h i s  s e c t i on  d e m o n s t r a t e s  e m p i r i c a l l y  t he  e f f e c t s  o f  s pa t i a l  a n d  t en a n t
c h a r a c t e r i s t i c s  a n d  lease p r ov i s i ons  on n o m i n a l  r en t a l  r a t es  f o r  s h o p p i n g  c e n t e r  
space.  T h e  ove r a l l  h y p o t h e s i s  to be t es t ed  is t h a t  lease p r o v i s i o n s  a f f e c t  a 
p r o p e r t y ’s n o m i n a l  r en t a l  rate.
A. Retai l  Data
T o  s h o w  w h e t h e r  or  not  v a r i a t i o n s  in r e t a i l  l ease p r o v i s i o n s  a r c  c a p i t a l i z e d  
i n t o  n o m i n a l  l ease rates ,  d a t a  we r e  co l l ec t ed  on 103 n e i g h b o r h o o d  a n d  c o m m u n i t y  
s h o p p i n g  c e n t e r  leases  l oca t ed  w i t h i n  G r e e n s b o r o ,  N o r t h  C a r o l i n a . 146 G r e e n s b o r o  
is p a r t  o f  t he  G r e e n s b o r o ,  Hi gh  Point ,  a n d  Wi ns t on-Sa l em,  N o r t h  C a r o l i n a  sales 
m a r k e t i n g  s t a t i s t i c a l  a r e a  (SMSA)  a n d  is c o m m o n l y  r e f e r r e d  to as the P i e d mo n t  
T r i a d .  G r e e n s b o r o  a n d  the  T r i a d  ha ve  e x p e r i e n c e d  c o n s i d e r a b l e  g r o w t h  in the 
pas t  t wo  d e c a d e s  a n d  a r c  c h a r a c t e r i z e d  by a d e c e n t r a l i z e d ,  s u b u r b a n  p a t t e r n  o f  
l a n d  use.  T h e  p o p u l a t i o n  o f  t he  T r i a d  e xc ee ds  one  mi l l i on  pe r sons ,  wh i c h  gives 
t he  T r i a d  a r a n k i n g  in t he  t op f i f t y  U.S.A. SMSA areas .
T h e  s h o p p i n g  c e n t e r s  we r e  se lec ted  becaus e  t he y  a l l ow f o r  a m i n i m i z a t i o n
o f  s pa t i a l  a n d  l oca t i ona l  v a r i a t i o n  a m o n g  the  l eased s paces . 147 T h e  n e i g h b o r h o o d
a n d  c o m m u n i t y  s h o p p i n g  c e n t e r s  a r c  al l  o f  s t r i p  des i gn  a n d  a rc  l oca t ed  i ns i de  a 
t h r e e  mi le  r a d i u s  in t he  s a me  g e o g r a p h i c  a r e a  o f  t he  ci ty.  F u r t h e r ,  t he  open  ai r  
s h o p p i n g  c e n t e r s  a r c  c o m p a r a b l e  in size,  a r c h i t e c t u r e ,  o c c u p a n c y ,  a n d  amen i t i e s .
T h e  s amp l e  i nc l ude s  both  s ho r t  a n d  l ong  t e r m lease a g r e e m e n t s  n e g o t i a t e d  
b e t w e e n  v a r i ou s  t e n a n t s  a n d  l a n d l o r d s  f o r  t he  t h r e e  y e a r  p e r i od  b e g i n n i ng
146Lcas c  d a t a  we r e  g a t h e r e d  t h r o u g h  p e r s ona l  c o n t a c t  wi t h  t he  s h o p p i n g  
c e n t e r  deve l ope r .
I47It is p r e f e r a b l e  to r ed u c e  n o n - p r o v i s i o n  v a r i a t i o n  w h e n  m e a s u r i n g  the 
e f f e c t s  o f  l ease  p r ov i s i ons  on n o m i n a l  rent .
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J a n u a r y  1984. Spe c i f i c  c h a r a c t e r i s t i c s  o f  each  r e t a i l  l ease a g r e e m e n t  were  
o b t a i n e d ,  i n c l u d i n g  r en t a l  r a t e ,  us ab l e  space  r e n t e d ,  a n d  lease c on t i nge nc i e s ,  
c o v e n a n t s ,  a n d  o t h e r  spec i a l  p r ovi s ions .  T a b l e  4 p r e s e n t s  t he  s ampl e  
c h a r a c t e r i s t i c s  o f  t he  obs e r va t i ons .  Ta b l e  A in A p p e n d i x  I p r o v i d e s  the  
c o r r e l a t i o n  ma t r i x .
T y p i c a l  c o v e n a n t s  in a l ease i nc l ude  t he  r i gh t  o f  a s s i g n m e n t  a nd  
c a n c e l l a t i o n ,  r e s t r i c t i ons  on the  use o f  t he  space,  s e c u r i t y  depos i t s ,  r e s t r i c t i ons  on 
e n g a g i n g  in a n y  bus ines s  s i mi l a r  to or in c o m p e t i t i o n  wi t h  t he  premises ,  
r e q u i r e m e n t s  to m a i n t a i n  l i a b i l i t y  i n s u r a n c e ,  o b l i g a t i o n s  f o r  space  i m p r o v e m e n t  
a n d  r epa i r s ,  e t c . 148 T y p i c a l  l ease c o n t i n g e n c i e s  cons i s t  o f  lease o p t i o n s  a n d  r i gh t s  
o f  r enewal .  I n s p e c t i o n  o f  a c t u a l  v a c a n c y  l evel s  f o r  t he  s ub j e c t  p r o p e r t i e s  r eveal  
n e a r  100% o c c u p a n c y .  H o w e v e r ,  s ince  v a c a n c i e s  a r e  an  i m p o r t a n t  v a r i a b l e  in 
d e t e r m i n i n g  lease rates ,  a c t u a l  v a c a n c y  levels  were  co l l ec t ed  f o r  each  m o n t h  
d u r i n g  t he  s t u d y  p e r i o d . 140 F u r t h e r ,  t he  l a n d l o r d ’s i n t e n d e d  d e v i a t i o n s  f r o m  the 
l o n g - r u n  s u p p l y  p r i ce  based  upon  s pe c i f i c  t e n a n t  c h a r a c t e r i s t i c s  such  as t he  t e n a n t  
b e i n g  a n a t i o n a l  c h a i n  s tore  or a " d raw"  or  h a v i n g  a n o t h e r  f a v o r a b l e  c h a r a c t e r i s t i c  
w e r e  obs e rved .
l48R c n t  t h e o r y  sugges t s  t h a t  t he  use o f  these  c o v e n a n t s  m a y  be f a i r l y  
c o m m o n  f o r  a g i ven  leased asset .  See Ros e n  [1974],
M9Shi l l i ng ,  S i r ma ns ,  a n d  Corge l  [1987],  Ro s e n  a n d  S mi t h  [1983],  Bl i nder  
11982],  Ph i l i p s  [1980],  a n d  o t h e r  r e s e a r c h e r s  obs e r ve  t h a t  l a n d l o r d s  can  a l t e r  
i n v e n t o r i e s  o f  u n r c n t c d  space  by a d j u s t i n g  rent s .  The s e  r e s e a r c h e r s  s t u d y  the 
r c n t a l - p r i c c  a d j u s t m e n t  p roces s  a n d  show t h a t  (1) l a n d l o r d s  ho l d  some o p t i ma l  
l evel  o f  va c a n c i e s  to a c c o m m o d a t e  f l u c t u a t i o n s  in d e m a n d  -- t he  s t ud i e s  cal l  t hi s  a 
" norma l "  v a c a n c y  r a t e ,  a n d  (2) d e v i a t i o n s  f r o m  t he  n o r ma l  v a c a n c y  r a t e  a f f e c t  the 
r e n t  s e t t i n g  b e h a v i o r  of  l a n d l o r d s  -- t he  g r e a t e r  t h e  d i f f e r e n c e  b e t w e e n  a c t u a l  a nd  
n o r ma l  v a c a n c y  ra t es ,  t he  l owe r  t he  rent s .  T h u s ,  i f  v a c a n c i e s  a r e  a b o v e  a de s i r e d  
n o r m a l  v a c a n c y  r a t e  t hen  l a n d l o r d s  c ou l d  a d j u s t  r en t s  so as to m i n i m i z e  t he  losses 
a r i s i n g  f r o m  u n r c n t c d  space.  H o w e v e r ,  a v a r i a b l e  r e p r e s e n t i n g  the  s ho p p i n g  
c e n t e r  v a c a n c y  r a t e  on lease e x e c u t i o n  d a t e  wa s  i n s i g n i f i c a n t  in al l  p r e l i m i n a r y  
model s .  T h i s  oc c u r s  be c aus e  t he  s u b j e c t  r et a i l  p r o p e r t i e s  ha d  s i m i l a r  m i n i ma l  
(<5%) v a c a n c y  r a t es  d u r i n g  the  t h r e e  yea r  s t u d y  pe r i od .  A d d i t i o n a l l y ,  the  
l a n d l o r d  i n d i c a t e d  t ha t  v a c a n c y  a d j u s t m e n t s  t h r o u g h  r en t s  d i d  not  t ake  place.
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TABLE 4
Me a ns  a nd Standard Deviations of  
103 Observations
Reta i l  Lease Data
Variable Symbol Mean
Standard
Deviation Minimum Maximum
Total Rent Per Square Foot TOTPSF 11 909 3.790 6.390 19 560
Equilibrium Lease Payment ELP 13 157 1.884 7 383 16 631
Lease Terms:
Lease Term in Months LSTERM 57.350 38.095 11 000 140 000
Spatial Characteristics: 
Square Feet
in Thousands Leased SQFT 4.109 8 892 608 85.610
Shopping Center 4 LOC4 146 354 0 1
Lessee Characteristics:
Percent Rent Below Median PRCNTRB 136 344 0 1
National Chain NTCHAIN 104 .405 0 1
Local Chain LCHAIN 184 390 0 1
Shopper Draw DRAW 391 457 0 1
Covenants:
Late Payment Charges
in Thousand Dollars LATEPAY .066 .044 0 .300
Contingencies:
Sales Break-point PSF BKPTP3F 158 663 227 736 55.556 1,000 000
Rent Escalation RNTESCL 343 431 0 1
Renewal Option RENEW .391 457 0 1
Rent Concession RNTCON .019 .169 0 1
Landlord Cancellation CANBYL .049 216 0 1
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B. Retai l  Results
T a b l e s  5 a n d  6 c o n t a i n  e s t i ma t e s  o f  the e f f e c t s  on n o m i n a l  r e t a i l  r en t  o f  
l ease  t e r ms ,  s pa t i a l  a n d  lessee c h a r a c t e r i s t i c s ,  a n d  severa l  lease c o v e n a n t s  a n d  
c o n t i n g e n c i e s . 150 T h e  d e p e n d e n t  va r i a b l e  in Ta b l e  5 is total  a n n u a l  base or  f i x e d  
r e n t  pe r  s q u a r e  f oo t ,  wh i l e  t he  d e p e n d e n t  v a r i a b l e  in Ta b l e  6 is to ta l  a n n u a l  base 
r en t  m i n u s  t he  e q u i l i b r i u m  lease p a y m e n t  ( EL P ) . 161 T h e  r esu l t s  o f  both  r egress ions  
a r e  cons i s t en t .  The  r es u l t i ng  h e d o n i c  e q u a t i o n  in T a b l e  5 has  a n  R 2 o f  .674 a nd  
an  F - s t a t i s t i c  o f  12.985, wh i l e  in Ta b l e  6 the R 2 is ,650 a n d  the  F- s t a t i s t i c  is 
12.736. AM c o e f f i c i e n t s  in bo t h  r egr es s i ons  a re  s i g n i f i c a n t  at  t he  10% level  or  
be t t er .
Equil ibrium Lease Paym en ts . An  i m p o r t a n t  r esul t  f r o m  Ta b l e  5 is t he  s t rong 
pos i t i ve  r e l a t i o n s h i p  b e t w e e n  the  a c t u a l  a n d  e q u i l i b r i u m  lease p a y m e n t s  (ELP)  
w h i c h  is i n d i c a t e d  by the  c o e f f i c i e n t  o f  EL P  be ing  1.074. A c c o r d i n g  to the  
c o e f f i c i e n t ’s s t a n d a r d  e r r o r ,  t h e  va l ue  o f  t he  c o e f f i c i e n t  f o r  E L P  is not  
s i g n i f i c a n t l y  d i f f e r e n t  f r o m  u n i t y . 162 Th i s  i nd i c a t e s  t ha t  Mc Conne l l  a nd  
S c h a l l h c i m ’s [1983] m e t h o d o l o g y  f o r  v a l u i n g  leases w h i c h  c o n t a i n  non - c a n c e l l a t i o n  
p r o v i s i o n s  a p p e a r s  to be cor r ec t .  F u r t h e r ,  an a c c u r a t e  r e p r e s e n t a t i o n  of  the
150A l a rge  n u m b e r  o f  v a r i a b l e s  c ou l d  be used to e x p l a i n  v a r i a t i o n s  in 
c o m m e r c i a l  rent .  H o w e v e r ,  a r egres s i on  e q u a t i o n  wi t h  a l arge  n u m b e r  o f  va r i ab l e s  
w o u l d  be l i ke ly  to ha ve  a high d e g r e e  o f  m u l t i c o l l i n c a r i t y  i f  t hey  me a s u r e d  
s i m i l a r  f e a t u r e s  a n d  p r ov i s i ons .  T h e  r e s u l t i ng  e s t i ma t ed  e q u a t i o n  wo u l d  be 
m i s l e a d i n g  as to w h a t  f e a t u r e s  a n d  p r ov i s i ons  a f f e c t  r e n t a l  rates.  F u r t h e r ,  the  
e s t i m a t e d  c o e f f i c i e n t s  m a y  not  give  a c c u r a t e  e s t i ma t e s  o f  the m a r k e t  va l ue  for  the  
lease p r o v i s i o n  va r i ab l es .  T h e r e f o r e ,  in p r e l i m i n a r y  regress i ons  va r i a b l e s  wh i c h  
h a d  h i gh  s i mpl e  c o r r e l a t i o n s  w i t h  o t h e r  v a r i a b l e s  were  c o m b i n e d  wi t h  o t her  
v a r i a b l e s  or  t r a n s f o r m e d .  H o w e v e r ,  no m u l t i - c o l l i n e a r i t y  was  i n d i c a t e d  as be ing  
p r e s e n t  in t he  f i n a l  r egr es s i ons  as  d e t e r m i n e d  by SAS v a r i a n c e  i n f l a t i o n ,  e igcn 
va l ue ,  a n d  c o n d i t i o n  i ndex  i n d i c a t o r s  w h i c h  fo l l ow p r o c e d u r e s  ou t l i nes  by Belsley,  
K u h ,  a n d  Welch [1980],  A d d i t i o n a l l y ,  a u t o c o r r e l a t i o n  a n d  h e t e r o s c c d a s t i c i t y  was  
f o u n d  not  to be p r e s e n t  by s t a n d a r d  test s  a n d  r e s i d u a l  plots.  F u r t h e r ,  t he  e r r o r  
t e r m  a p p e a r s  to be n o r m a l l y  d i s t r i b u t e d  (see Ta b l e  I in A p p e n d i x  I).
m H a v i n g  a d e p e n d e n t  v a r i a b l e  c ompos e d  o f  t he  a n n u a l  base  r en t  mi n u s  the 
E L P  a l l ows  f o r  all  v a r i a t i o n  in l ease r a t es  to be e x p l a i n e d  by spa t i a l  a n d  lessee 
c h a r a c t e r i s t i c s  a n d  lease provi s i ons .
162T h e  c o e f f i c i e n t  f o r  ELP has  a s t a n d a r d  e r r o r  o f  .113, so t ha t  t he  ELP 
e s t i ma t e  of  1.074 l ies w i t h i n  one  s t a n d a r d  de v i a t i on .
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TABL E 5
T h e  Final  Est imated Hedonic  Equation o f  Retai l  Base Rent
*
for a Sample  o f  103 Leases
**
V a r i a b l e
P a r a m e t e r
E s t i m a t e t -St a t i s t i c
E q u i l i b r i u m  Lease  P a y m e n t  ( ELP ) 1.074 9.543
Lease  Te r ms :
Lease  T e r m  in Mo n t h s  ( L S T E R M ) - . 147x10*1 -2.101
S pa t i a l  Ch a r a c t e r i s t i c s :
S q u a r e  f ee t  in t h o u s a n d s  l eased ( SQFT) - .102 -4.135
S h o p p i n g  C e n t e r  4 ( LOC4) 1.183 2.075
Lessee  C h a r a c t e r i s t i c s :
P e r c e n t  R e n t  Below Me d i a n  ( P R C N T R B ) 1.483 2.200
N a t i o n a l  C h a i n  ( N T C H A I N ) -1.347 -2.408
Local  C h a i n  ( L C I I A I N ) -1.076 -2.288
S h o p p e r  D r a w  ( DR A W ) -.758 -1.623
C o v e n a n t s :
L a t e  P a y m e n t  C h a r g e s  in
t h o u s a n d  do l l a r s  ( L A T E P A Y ) -7.327 -1.702
Con t i nge nc i e s :
Sales  B r c a k - p o i n t  PSF ( B K P T P S F ) .361 x 10 ' 3 3.635
R e n t  E s c a l a t i o n  ( R N T E S C L ) -1.006 -1.975
R e n e w a l  O p t i o n  ( R E N E W ) .906 2.058
R e n t  c onc es s i on  ( R N T C O N ) 1.677 1.392
L a n d l o r d  C a n c e l l a t i o n  ( C A N B Y L ) -1.636 -1.947
C o n s t a n t -0.1 15 -.084
R 2 0.674
R 3 .622
F-St a t i s t i c 12.986
Source:  D a t a  f r o m  f i ve  s t r i p  s h o p p i n g  c e n t e r s  in Gr e e n s b o r o ,  N o r t h  Ca r o l i na .
i*
See t ex t  f o r  d e f i n i t i o n  o f  va r i ab l es .
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TA BL E 6
Est imated H edonic  Equation of  Reta i l  Base  Rent Less Equil ibrium
*
Lease  Payment  (ELP)  for a Sam ple  of  103 Leases
**
V a r i a b l e
P a r a m e t e r
E s t i ma t e t -St a t i s t i c
Lease  Te r ms :
Lease  T e r m  in M o n t h s  ( L S T E R M ) - . 1 37x 1 O' 1 -2.013
Spa t i a l  Cha r a c t e r i s t i c s :
S q u a r e  f ee t  in t h o u s a n d s  l eased ( SQFT) .100 -4.095
S h o p p i n g  C e n t e r  4 ( LOC4) 1.054 1.973
Lessee C h a r a c t e r i s t i c s :
Pe r c e n t  R e n t  Be l ow M e d i a n  ( P R C N T R B ) 1.382 2.1 12
N a t i o n a l  C h a i n  ( N T C ' H A I N ) -1.312 -2.364
Loca l  C h a i n  ( L C H A I N ) -1.107 -2.374
S h o p p e r  D r a w  ( D R A W ) -.740 -1,593
C ove na n t s :
L a t e  P a y m e n t  C h a r g e s
in t h o u s a n d  Dol l a r s  ( L A T E P A V ) -6.885 -1.624
Co n t i n g e n c i e s :
Sales  B r c a k - p o i n t  PSF ( B K P T P S F ) .369x10 2 3.756
R e n t  Es c a l a t i o n  ( R N T E S C L ) - .965 -1,914
R e n e w a l  O p t i o n  ( R E N E W ) .824 1.947
R e n t  c onces s i on  ( R N T C O N ) 1.503 1.782
L a n d l o r d  C a n c e l l a t i o n  ( C A N B Y L ) -1.570 -1.888
C o n s t a n t .724 1.453
R 2 .650
R 2 .599
F-Sta t i s t  ic 12.736
♦
Source:  D a t a  f r o m  f i v e  s t r i p  s h o p p i n g  c e n t e r s  in G r e e n s b o r o ,  N o r t h  Ca r o l i na .  
See t ex t  f o r  d e f i n i t i o n  o f  va r i ab l es .
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e q u i l i b r i u m  lease p a y m e n t  a l l ows  the  o t he r  v a r i a b l e s  in t he  mode l  to r e f l e c t  t ha t  
p a r t  o f  t he  a c t u a l  l ease p a y m e n t  w h i c h  is d i f f e r e n t  f r o m  the  e q u i l i b r i u m  lease 
p a y m e n t . 168
Lease T e r m . T h e  c o e f f i c i e n t  f o r  lease t e r m  ( L S T E R M )  is n e g a t i ve  as 
p r e d i c t e d  a n d  s i g n i f i c a n t .  It a p p e a r s  t h a t  l a n d l o r d s  o f f e r  r e n t a l  d i s c o u n t s  to 
t e n a n t s  wi t h  l ong - t e r m leases,  c ons i s t en t  w i t h  Hy p o t h e s i s  1. R e n t a l  d i s c o u n t s  may  
o c c u r  be c aus e  o f  a r e d u c t i o n  in l a n d l o r d  r isk.  A d d i t i o n a l l y ,  t he  r e l ea s i ng  o f  
v a c a n t  p r emi ses  at  lease t e r m i n a t i o n  is cos t l y  d u e  to s pace  d o w n t i m e  w i t h  t en a n t  
c h a n g e s  a n d  ne w t e n a n t  s ea r ch  costs.  Both l a n d l o r d s  a n d  t e n a n t s  a r c  a w a r e  o f  the  
r e d u c e d  e xpenses  i n c e n t i v e  f o r  a t e n a n t  not  to move.  T h e r e f o r e ,  a r en t a l  d i s c o u n t  
m a y  be g i ven  to t e n a n t s  as t he  l eng t h  o f  s t ay  increases .
Spa t ia l  Charac teri s t ics . In t he  model ,  s ever a l  s pa t i a l  a t t r i b u t e s  f o r  the 
l eased s pace  a n d  s h o p p i n g  c e n t e r s  we r e  t es ted.  The s e  s p a t i a l  a t t r i b u t e s  i nc l ude  
us ab l e  s q u a r e  f oo t a ge  o f  t he  l eased s pace  in t h o u s a n d s  o f  s q u a r e  f ee t  ( S QF T )  a n d  
s h o p p i n g  c e n t e r  l oca t i on  ( L OC 4 ) . 164 T h e  e f f e c t i v e  r en t a l  r a t e  s hou l d  d e c l i n e  wi t h  
g r e a t e r  s q u a r e  f ee t  l eased because  t he  l a n d l o r d ’s costs  o f  n e g o t i a t i n g  a n d  s e r v i c i ng  
l ease c o n t r a c t s  de c r e a s e  as t he  s q u a r e  f ee t  l eased increases .  T h e  e s t i ma t ed
c o e f f i c i e n t  f o r  S Q F T  is s i g n i f i c a n t .  T h u s ,  it a p p e a r s  t h a t  t h e r e  is a r en t a l
d i s c o u n t  as t he  s qu a r e  f oo t a g e  o f  c o n t r a c t e d  space  i ncreases .  Th i s  r e s u l t  also 
c o n f o r m s  to t he  h ypo t he s i s  o f  B r e n n a n ,  C a n n a d a y ,  a n d  Col wel l  [1984],  These  
a u t h o r s  a r g u e  t h a t  r en t a l  r a t es  wi l l  d e c r e a s e  as s q u a r e  f oo t a ge  i nc r eas es  because  
t he  n e g o t i a t i n g  s t r e n g t h  o f  t he  t e n a n t  is g r ea t e r .  Also,  t arge  spa ce  users  arc  
u s u a l l y  a n c h o r  s tores  so t ha t  thi s  r esu l t  is cons i s t en t  w i t h  Hy p o t h e s e s  7 a n d  8.
153T h c  EL P  r e f l ec t s  on l y  t he  d e f a u l t  f r e e  lease p a y m e n t  for  t he  v a l u e  o f  
t he  asset  used up  d u r i n g  the  lease t erm.  T h u s ,  o t h e r  va r i ab l e s ,  i n c l u d i n g  lease 
p r ov i s i ons ,  w h i c h  a r c  f a c t o r s  o f  c o n c e r n  to t he  l a n d l o r d  a n d  the  t e n a n t ,  c o u l d  sti l l  
i n f l u e n c e  n o m i n a l  l ease rates.
t64Us a b l e  s q u a r e  f oo t a ge  o f  the l eased space  was  e m p l o y e d  be c a us e  some
s paces  c o n t a i n e d  u n u s a b l e  a r e a s  such  as b u i l d i n g  c o l u m n s  a n d  a i r  c o n d i t i o n i n g  a nd
h e a t i n g  sha f t s .
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T h e  l oca t i on  v a r i a b l e  ( LOC 4 )  r ep r e s en t s  a l a r ge  s h o p p i n g  c e n t e r . 166 La r ge  
s h o p p i n g  c e n t e r s  h a v e  m o r e  r e t a i l  space  w h i c h  a t t r a c t s  g r e a t e r  n u m b e r s  of  
s h o p p e r s  t h a n  sma l l e r  f ac i l i t i e s  a n d ,  t h e r e f o r e ,  e n j o y  mor e  o f  t he  pos i t i ve  
c o n s u m e r  t r a f f i c  e x t e r n a l i t y .  E a t o n  a n d  L i p s cy  [1982] a n d  Mu l l i g a n  [1983] r epor t  
t h a t  m e r c h a n t s  in l a rge  c en t e r s  ha ve  a c o m p e t i t i v e  a d v a n t a g e  o v e r  sma l l e r  c e n t e r  
m e r c h a n t s  be c aus e  o f  i nc r e as e d  m u l t i p u r p o s e  s h o p p i n g  a n d  a h i g h e r  r e s u l t i ng  
pos i t i ve  e x t e r n a l i t y .  T h e  c o e f f i c i e n t  f o r  LOC4  is pos i t i ve  a n d  s i g n i f i c a n t  wh i c h  
m a y  i n d i c a t e  t ha t  l a n d l o r d s  c h a r g e  g r e a t e r  r en t  f o r  l a r ge r  s h o p p i n g  c e n t e r s  wi t h  
mor e  s h o p p e r  t r a f f i c . 156
Lessee Characteri s t i cs . Lessee c h a r a c t e r i s t i c s  i n c o r p o r a t e d  as  d u m m y  
v a r i a b l e s  a r e  p e r c e n t a g e  r en t  be l ow the  m e d i a n  o f  s tore  c l a s s i f i c a t i o n  ( P R C N T R B ) ,  
□ n a t i o n a l  c h a i n  s tore  ( N T C H A I N ) ,  a local  c h a i n  s tore  ( L C H A I N ) ,  a n d  a s tore 
w h i c h  serves  as a c u s t o m e r  d r a w  for  the  e n t i r e  s h o p p i n g  c e n t e r  ( DRAW).  All  
e s t i m a t e d  c o e f f i c i e n t s  ha ve  the  e x p e c t e d  s ign a nd  a rc  s i g n i f i c a n t .
C h i a n g ,  Lai ,  a n d  L i ng  ( C L L )  [1986] d e m o n s t r a t e  by a n  o p t i o n  p r i c i n g  
f r a m e w o r k  a n d  p a r t i a l  d e r i v a t i v e s  t h a t  t he r e  ex i s t s  a t r a d e - o f f  b e t w e e n  base rent  
a n d  p e r c e n t a g e  rent .  H o w e v e r ,  in o r d e r  to test  C L L ’s t h e o r y  a n d  H y p o t h e s i s  9, 
v a r i a t i o n s  in p e r c e n t a g e  r en t  be c aus e  o f  t e n a n t  t ype  a n d  c l a s s i f i c a t i o n  ha ve  to be 
a c c o u n t e d  for .  T h e  U r b a n  L a n d  I n s t i t u t e  in c o n j u n c t i o n  w i t h  t he  I n t e r n a t i o n a l  
Co u n c i l  o f  S h o p p i n g  C e n t e r s  ( ICSC)  pub l i s he s  m e d i a n  p e r c e n t a g e  r en t  i n f o r m a t i o n  
bas ed  upon  m e r c h a n t  t ypes  a n d  c l a s s i f i ca t i ons .  A d u m m y  v a r i a b l e  r e p r e s e n t i n g  
w h e t h e r  or  not  a m e r c h a n t ’s p e r c e n t a g e  r en t  is be l ow the  m e d i a n  wo u l d  hold 
c o n s t a n t  t he  e f f e c t s  o f  t e n a n t  type  a n d  c l a s s i f i c a t i on  on p e r c e n t a g e  r en t  a n d
155O t h c r  l oca t i ona l  v a r i a b l e s  we r e  t e s t ed  f o r  s i g n i f i c a n c e  bu t  were  f o u n d  to
be i n s i g n i f i c a n t .  T h e  s h o p p i n g  c e n t e r s  ha ve  ve ry  s i m i l a r  locat ions .
|  Ed
Th i s  r es u l t  is c o m p a t i b l e  wi t h  H y p o t h e s i s  8 be c a us e  all  r e t a i l  t enan t s ,
i n c l u d i n g  t en a n t s  w h i c h  d r a w  c us t ome r s ,  a r c  c h a r g e d  f o r  t he  e x t e r n a l i t y  g e n e r a t e d
by a l a r ge r  c e n t e r  size.
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i n d i c a t e  i f  a t r a d e - o f f  b e t w e e n  f i x e d  a n d  p e r c e n t a g e  r en t  ex i s t s . 167 Th u s ,  i f  a 
t e n a n t ’s p e r c e n t a g e  r en t  is be low t he  U r b a n  L a n d  I n s t i t u t e  [1987] m e d i a n  f o r  its 
s tore  t ype  a n d  c l a s s i f i c a t i o n ,  t hen  t he  t e n a n t  s hou l d  ha ve  a h i g h e r  base rent ,  
f - ' xplained in a r i sk a l l o c a t i o n  f r a m e w o r k ,  t he  t r a d e - o f f  a l l ows  the  t r a n s f e r  o f  
some o f  t he  t e n a n t ’s r i sk t o  t he  l a n d l o r d  t h r o u g h  p e r c e n t a g e  r e n t s , 168 T h e  pos i t i ve  
a n d  s i g n i f i c a n t  c o e f f i c i e n t  f o r  t he  d u m m y  v a r i a b l e  r e p r e s e n t i n g  p e r c e n t a g e  r en t  
be low m e d i a n  ( P R C N T R B )  i nd i c a t e s  t ha t  t h i s  t r a d e - o f f  docs  ex i s t  a nd  is in 
a g r e e m e n t  w i t h  H y p o t h e s i s  9. T h u s ,  C h i a n g ,  La i ,  a n d  L i n g ’s mode l ,  w h i c h  p r e d i c t s  
t ha t  a t e n a n t ’s base r e n t  wi l l  be h i g h e r  if i ts p e r c e n t a g e  r e n t  is l ower  t ha n  s i mi l a r  
t en a n t s  or  be low the i n d u s t r y  a m o u n t  for  its s tore  t ype  a n d  c l a s s i f i c a t i o n ,  is 
s uppor t e d .
In t he  r e t a i l  l eas ing i n d u s t r y ,  t he r e  a r c  t h r e e  bas ic  t e n a n t  types:  n a t i o n a l
c ha i n ,  local  c h a i n ,  a n d  i n d e p e n d e n t . 169 N a t i o n a l  c h a i n  s tores  ha ve  o p e r a t i o n s  in 
f o u r  or  mor e  m e t r o p o l i t a n  a r e a s  w h i c h  a re  l oca t ed  in t h r e e  or  mor e  s e p a r a t e  s tates.  
Na t i o n a l  c h a i n  s tores  (e.g. t he  L i mi t e d ,  R a d i o  Sha c k ,  etc. )  t yp i c a l l y  ha ve  t he  lowest  
d e f a u l t  r isk d u e  to s t r o n g e r  b a l a n c e  sheet s  a n d  g r e a t e r  o p e r a t i o n a l  e x p e r i e n c e .  At  
the oppos i t e  e n d  of  the  t e n a n t  s p e c t r u m  a rc  smal l  i n d e p e n d e n t  o p e r a t o r s  k n o w n  as 
the "Moms a n d  Pops" w i t h  t he  g r ea t e s t  d e f a u l t  r isk be c aus e  o f  q u e s t i o n a b l e  
b a l a n c e  shee t s  a n d  l i m i t e d  o p e r a t i o n a l  e xpe r i e nc e .  In b e t w e e n  a r c  local  c h a i n  
s tores  w h i c h  do  not  f a l l  i n t o  e i t h e r  o f  the o t h e r  t wo  ca t egor i es .  As i n d i c a t e d  by
167I n t e r v i e ws  wi t h  t he  l a n d l o r d  i n d i c a t e d  t ha t  t h e r e  was  no de c i s i on  made  
by the l a n d l o r d  to set  p e r c e n t a g e  r en t s  be l ow i n d u s t r y  m e d i a n  a m o u n t s  f o r  
m e r c h a n t s  w i t h  g r e a t e r  t h a n  a v e r a g e  e x p e c t e d  sales.  Ne ve r t he l e s s ,  a d i s c o u n t  f o r  
t he  a b i l i t y  to g e n e r a t e  g r e a t e r  sales c ou l d  be r e f l e c t e d  in d i s c o u n t s  g i v e n  to r e t a i l  
t e n a n t s  w h i c h  we r e  d e e m e d  to be d r a ws .
1S8A s p r e s e n t ed  in Sec t i on  I o f  C h a p t e r  3, smal l  t e n a n t s  a r c  e xpos ed  to 
i nc r e as e d  r i sk a n d  wo u l d  w a n t  to t r a n s f e r  some  o f  t he  r isk to t he  l a n d l o r d  w h o  is 
be t t e r  d i v e r s i f i e d  a n d ,  t hus ,  mor e  a b l e  to h a n d l e  t he  r isk.  P e r c e n t ag e  r en t s  in 
w h i c h  the  l a n d l o r d  r ec e i ve s  hi s  r en t  f r o m  the  success  o f  t e n a n t  sales  l essens the 
f i x e d  c h a r g e s  f o r  smal l  t e n a n t s  a n d  l owers  r i sk o f  f a i l u r e .  Also,  p e r c e n t a g e  r en t  
fo rces  t he  l a n d l o r d  to ac t  in t he  t e n a n t ’s best  int eres t s .
169Scc U r b a n  L a n d  I n s t i t u t e  [1987]  f o r  a c o mp l e t e  d e s c r i p t i o n  o f  t en a n t
types.
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H y p o t h e s i s  7, n a t i o n a l  c h a i n  ( N T C H A I N )  a n d  local  c h a i n  ( L C H A I N )  t en a n t s  
s hou l d  r ece i ve  r e n t a l  d i s c o u n t s  b e c a us e  o f  t he  l o we r  d e f a u l t  r i sk a s s oc i a t e d  wi t h  
t he i r  c r e d i t  wo r t h i n e s s  a n d  o p e r a t i o n a l  e xpe r i enc e .  Mo m  a n d  Pop  t e n a n t s  arc  
l ike ly  to pa y  g r e a t e r  base  r e n t  to c o m p e n s a t e  f o r  t he i r  l ack o f  c r e d i t  w o r t h i n e s s  
a n d  o p e r a t i o n a l  ab i l i t y .  C o e f f i c i e n t  e s t i ma t e s  a r e  as p r e d i c t e d .  N a t i o n a l  c h a i n  
t en a n t s  p a y  less r en t ,  whi l e  local  c h a i n  t e n a n t s  al so a re  c h a r g e d  a r e d u c e d  r en t  
because  bo t h  t ypes  o f  t e n a n t s  a r e  mor e  c r e d i t  w o r t h y  a n d  ha ve  g r e a t e r  o p e r a t i o n a l  
e x p e r i e n c e  w h i c h  l ower s  t he i r  d e f a u l t  r isk.  In a d d i t i o n ,  t he  c o e f f i c i e n t  f o r  
n a t i o n a l  c h a i n  s tores  i nd i c a t e s  a l a r ge r  r en t  r e d u c t i o n  f o r  n a t i o n a l  c h a i n  s tores  
t h a n  local  c h a i n  s to r es . 160 I n d e p e n d e n t  t en a n t s  a r e  t he  o m i t t e d  ca t egory .  Thus ,  
l a n d l o r d s  a c c e p t  t he  a l l oc a t i on  o f  d e f a u l t  r i sk t h r o u g h  i nc r e as e d  r e n t a l  pa y me n t s .
A n o t h e r  i m p o r t a n t  lessee c h a r a c t e r i s t i c  is w h e t h e r  or  not  a t e n a n t  is 
d e e m e d  by the  l a n d l o r d  to be a s h o p p i n g  c e n t e r  c u s t o m e r  d r a w . 161 A s u p e r m a r k e t ,  
d r u g  s tore ,  or  d r y  c l e a n e r s  is an  e x a m p l e  o f  a t e n a n t  t h a t  a t t r a c t s  m a n y  c u s t o me r s  
so as  to c r e a t e  a pos i t i ve  e x t e r n a l i t y  f o r  t he  o t h e r  s t r i p  s h o p p i n g  c e n t e r  m e r c h a n t s  
to e n j o y . 161 T h e  o t h e r  s h o p p i n g  c e n t e r  m e r c h a n t s  r e m u n e r a t e  t h e  l a n d l o r d  f o r  the 
pos i t i ve  t r a f f i c  e x t e r n a l i t y  c r e a t e d  by t e n a n t s  w h o  a r e  c u s t o m e r  d r aw s .  T e n a n t s  
t ha t  g e n e r a t e  s h o p p i n g  ce n t e r  c u s t o m e r  t r a f f i c  s hou l d  pa y  r e d u c e d  r en t s  because
16° T h c  ba r g a i n i n g  pos i t i on  or  p o w e r  of  t he  t e n a n t  m a y  be one  e x p l a n a t i o n  
o f  w h y  c e r t a i n  t e n a n t s  h a v e  s pe c i f i c  r e n t a l  rates .  It is a s s u m e d  t h a t  n a t i o n a l  
c h a i n  t e n a n t s  ha ve  g r e a t e r  n e g o t i a t i n g  s t r e n g t h s  t h a n  local  c h a i n  or  i n d e p e n d e n t  
t enant s .  H o w e v e r ,  a n y  m e a s u r e m e n t  o f  the b a r g a i n i n g  p o w e r  o f  a t e n a n t  is 
s u b j e c t i v e  a n d  c u r s o r y  at  best .  A d d i t i o n a l l y ,  it m a y  be t ha t  c o m p e t e n t  r ea l  es t a t e
b r o k e r s  a n d  a t t o r n e y s  a r c  a v a i l a b l e  f o r  all  t e n a n t s  at  s i m i l a r  costs.  Ho w e v e r ,
smal l  s pace  users  m a y  not  wi sh to a c q u i r e  t he  s e rv i ces  o f  a c o m p e t e n t  real  e s t a t e  
b r o k e r  or  a t t o r n e y ,  because  t he  costs  o f  t he  s e rv i ces  wo u l d  be g r ea t e r  t h a n  any
s a v i ngs  in r e n t  a r i s i n g  f r o m  be t t e r  n e g o t i a t i n g  skil ls.
101T h c  c o r r e l a t i o n  m a t r i x  in t he  a p p e n d i x  i n d i c a t e s  t h a t  D R A W  a n d  S Q F T  
a r c  not  h i g h l y  co l l i nca r .  Ma n y  smal l  size t e na n t s  such  as v i de o  r en t a l  s tores  se rve  
as e f f e c t i v e  t r a f f i c  ge ne r a t o r s .  A d d i t i o n a l l y ,  no m u l t i c o l l i n c a r i t y  ex i s t s  in t he  
mode l s  as d e t e r m i n e d  by SAS.
16II n t c r v i c w s  w i t h  t he  d e v e l o p e r ,  c o m m e r c i a l  b r oker s ,  a n d  a p p r a i s e r s  a l ong  
wi t h  i n f o r m a t i o n  f r o m  the  U r b a n  L a n d  I n s t i t u t e  [1987] he lp  d e t e r m i n e  wh i c h  o f  
the t en a n t s  a r e  v a l ue d  for  t he i r  s h o p p i n g  c e n t e r  c u s t o m e r  g e n e r a t i n g  po t en t i a l .
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t h e  l a n d l o r d  c o m p e n s a t e s  t he  t e n a n t  f o r  t he  b e n e f i t  he he lps  to g e n e r a t e . 163 T h e  
c o e f f i c i e n t  f o r  t e n a n t  b e i n g  a s h o p p e r  d r a w  ( D R A W )  has  t he  c o r r e c t  n e g a t i ve  sign 
a n d  is s i g n i f i c a n t .  Th i s  o u t co m e  is c ons i s t en t  w i t h  Hy p o t h e s i s  8 a n d  i n d i c a t e s  t ha t  
t e n a n t s  w h o  a r e  c u s t o m e r  d r a w s  pay  r e d u c e d  rent s .  T h u s ,  it a p p e a r s  t h a t  t he  
l a n d l o r d  c o m p e n s a t e s  a d r a w  t e n a n t  for  t he  pos i t i ve  e x t e r n a l i t y  he he lps  to crea te .
Covenattls. A c o v e n a n t  c o m m o n l y  f o u n d  in r e t a i l  l eases  is a n  o b l i g a t i on  to 
p a y  late  charges .  La t e  p a y m e n t  c h a r g e s  in do l l a r s  a r c  o we d  w h e n  r en t a l  p a y m e n t s  
a r c  o v e r d u e .  S ince  all  r e t a i l  l eases  in t he  s ampl e  c o n t a i n  p r o v i s i o n s  w h i c h  r e q u i r e  
u n p a i d  r e n t  to i n c u r  i n t e r es t  a t  t he  g r e a t e r  o f  p r i m e  r a t e  or  12%, t h e n  a late 
p a y m e n t  c h a r g e  se rves  as a pe na l t y .  T h u s ,  t he  late  p a y m e n t  c h a r g e  or  p e n a l t y  is 
s e p a r a t e  f r o m  a n d  in a d d i t i o n  to t he  a c c r u e d  i n t e r e s t  on t he  r en t a l  p a y m e n t  not  
r ece i ved .  La t e  p a y m e n t  c h a r g e s  d i s c o u r a g e  the  u n t i m e l y  p a y m e n t  o f  r en t  a n d  
e f f e c t i v e l y  se rve  as a d d i t i o n a l  s e c u r i t y  t ha t  r en t a l  p a y m e n t s  wi l l  o c c u r  in a t ime l y  
m a n n e r .
S m i t h  a n d  Wa r n e r  [1979] e x p l a i n  how d e b t  c o n t r a c t s  a r e  w r i t t e n  to lessen 
b o r r o w e r - l e n d e r  conf l i c t s .  C o v e n a n t s  w h i c h  pe na l i z e  t he  b o r r o w e r  f o r  u n w a n t e d  
o p p o r t u n i s t i c  b e h a v i o r ,  e n a b l e  m o n i t o r i n g  o f  t he  b o r r o w e r ’s ac t i v i t i e s ,  or  pe r mi t  
c o n t r a c t  e n f o r c e m e n t ,  r ed u c e  some o f  t he  costs o f  l endi ng .  Bo r r o we r s  wi l l i ng l y  
a c c e p t  p r o v i s i o n s  w h i c h  r es t r i c t  o p p o r t u n i s t i c  b e h a v i o r  a n d  a l l o w  f o r  m o n i t o r i n g  
a n d  e n f o r c e m e n t  be c aus e  it l owers  n o m i n a l  b o r r o w i n g  rates.  L i k e wi se  w i t h  leases,  
a p r ov i s i on  f o r  l at e  p a y m e n t  c h a r g e s  w h i c h  d i s c ou r a ge s  o p p o r t u n i s t i c  b e h a v i o r  by 
a lessee a n d  a l l ows  f o r  i n c r e a s e d  c o n t r a c t  e n f o r c e m e n t  wo u l d  be e x p e c t e d  to l ower  
n o m i n a l  lease r a t es  b e c a us e  t he  lessor ' s  u n c e r t a i n t y  s u r r o u n d i n g  lease p a y m e n t s  is
| 0 «
T h e  r en t a l  d i s c o u n t  can  be c o n s i d e r e d  a p a y m e n t  f r o m  the  l a n d l o r d  to 
t he  t e n a n t  as c o mp e n s a t i o n  f o r  t he  pos i t i ve  e x t e r n a l i t y  t ha t  he helps  c r ea t e .  Sec 
Lee  [1987],
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r e d u c e d . 164 T h e  c o e f f i c i e n t  f o r  l a t e  p a y m e n t  c h a r g e s  in t h o u s a n d  do l l a r s  
( L A T E P A Y )  is n e g a t i v e  a n d  s i g n i f i c a n t  as s ugge s t e d  by  H y p o t h e s i s  3.
Lease Contingencies . F i ve  lease c o n t i n g e n c i e s  a r e  i nc l ude d :  sales  b r e a k p o i n t  
per  s q u a r e  f oo t  ( B K P T P S F ) ,  r en t  e s ca l a t i on  ( R N T E S C L ) ,  r e n e w a l  o p t i on  ( REN EW) ,  
r e n t  c onces s i on  ( R N T C O N ) ,  a n d  l a n d l o r d  c a n c e l l a t i o n  ( C A N B Y L ) ,  C h i a n g ,  Lai ,  
a n d  L i n g  [1986]  d e m o n s t r a t e  by a n  op t i o n  p r i c i n g  f r a m e w o r k  a n d  a p a r t i a l  
d e r i v a t i v e  t ha t  as t he  sales  b r c a k - p o i n t  i ncreases ,  t hen  base  r en t  s hou l d  also 
i ncrease .  T h e  p r o b a b i l i t y  o f  p a y i n g  p e r c e n t a g e  r e n t  is d i r e c t l y  r e l a t e d  to t he  sales  
b r e a k - p o i n t .  As t he  sales  b r e a k - p o i n t  i ncreases ,  t he  p r o b a b i l i t y  o f  p a y i n g  
p e r c e n t a g e  r en t  dec reases .  T h e  p a r a m e t e r  c o e f f i c i e n t  f o r  sales b r c a k - p o i n t ,  wh i c h  
is r e p r e s e n t e d  as sales  b r c a k - p o i n t  pe r  s q u a r e  foo t  ( B K P T P S F )  s ince  base r en t  is 
per  s q u a r e  foot ,  is pos i t i ve  a n d  s i g n i f i c a n t  as e x p e c t e d  by H y p o t h e s i s  10. Th i s  
r esu l t  s u p p o r t s  Ch i a n g ,  La i ,  a n d  L i ng ' s  [1986] model ,  a l o n g  w i t h  i n d i c a t i n g  t ha t  
o w n e r s  m u s t  be c o m p e n s a t e d  w i t h  h i ghe r  base  r e n t  f o r  t he  i nc r e as e d  u n c e r t a i n t y  
a s s oc i a t e d  w i t h  a h i g h e r  sales b r c a k - p o i n t  a n d  l owe r  l i k e l i ho o d  f o r  r e c e i v i n g  such 
rent .
Leases  w h i c h  i nc l ude  a r en t  e s ca l a t i on  c o n t i n g e n c y  e n a b l e  r en t  to be 
i n c r e a s e d  d u r i n g  the lease t erm.  Th i s  p r o v i s i o n  r ed u c e s  i n f l a t i o n  u n c e r t a i n t y  f o r  
t he  l a n d l o r d ,  b u t  i nc r e as e s  i n f l a t i o n  u n c e r t a i n t y  f o r  t h e  t ena n t .  C o n t r a c t s  t h a t  
c o n t a i n  a r en t  e s ca l a t i o n  c o n t i n g e n c y  a r c  r e p r e s e n t e d  by a d u m m y  v a r i a b l e  equa l  
to 1 a n d  z e r o  o t he r wi s e .  T h e  e s t i ma t ed  c o e f f i c i e n t  f o r  R N T E S C L  is s i g n i f i c a n t  
a n d  r e d u c e s  t he  base r en t  c h a r g e d  by t he  l a n d l o r d  as a n t i c i p a t e d  in Hy p o t h e s i s  4, 
T h e  size o f  t he  c o e f f i c i e n t  on R N T E S C L  i n d i c a t e s  t ha t  l ease c o n t r a c t s  h a v i n g
1 Ai T h e  l a t e  or  n o n - p a y m e n t  o f  r en t  by a lessee a l o n e  c a n  be c o n s i d e r ed  
o p p o r t u n i s t i c  b e h a v i o r  be c aus e  t he  a c c r u i n g  o f  i n t e r e s t  on t he  u n p a i d  r en t  may  
not  a d e q u a t e l y  c o m p e n s a t e  t he  l a n d l o r d  f o r  t he  a d d i t i o n a l  u n c e r t a i n t y  a n d  
a c c o u n t i n g  a n d  o t h e r  m o n i t o r i n g  costs  a s s oc i a t e d  w i t h  t he  d e l i n q u e n c y .  
F u r t h e r m o r e ,  by  d e l i b e r a t e l y  l a t e  p a y i n g  r en t ,  t h e  lessee b o r r o w s  m o n e y  f r o m  the  
l a n d l o r d  a t  a r a t e  e q u a l  to t he  a c c r u a l  i n t e r es t  r a t e  on the  u n p a i d  rent .  In e f f e c t ,  
t he  l a n d l o r d  be c ome s  a g r e a t e r  l e n d e r  to t he  lessee w i t h  t he  s a me  a m o u n t  of  
co l l a t e r a l .
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e s c a l a t i on  c l aus es  i n i t i a l l y  cost  t he  t e n a n t  S1.01 less pe r  s q u a r e  f o o t  pe r  yea r  t h a n  
o t h e r  s i mi l a r  l eases  w i t h o u t  e s ca l a t i on  c l auses . 165
T h e  p r e s e n c e  o f  a r e n e wa l  op t i on  ( R E N E W )  i nd i c a t e s  t h a t  t he  lessee is able  
to e x t e n d  t he  lease t e r m f o r  a d d i t i o n a l  p e r i o d s  o f  t i me  a t  t he  c o n t r a c t  rate.  Th i s  
l ease c o n t i n g e n c y  is b i n d i n g  on the  lessor  bu t  a l l ows  t he  m e r c h a n t  to m a k e  an  
o c c u p a n c y  d e c i s i o n  bas ed  u p o n  hi s  f i n a n c i a l  s i t u a t i o n  a n d  m a r k e t  c o n d i t i o n s  at  
r e n e wa l  t ime.  A r e n e wa l  op t i on  is ve r y  a d v a n t a g e o u s  f o r  t e n a n t s  s ince  it r educes  
t he  c o n t r a c t i n g  costs  o f  q u a s i - r e n t  a p p r o p r i a t i o n  by the  l a n d l o r d ,  poor  p o r t f o l i o  
d i v e r s i f i c a t i o n ,  a n d  no g e o g r a p h i c  d i v e r s i f i c a t i o n .  H o w e v e r ,  t he  r e n e w a l  op t i on  
i ncreases  r i sk to t he  l a n d l o r d  a n d  a r en t a l  p r e m i u m  s h o u l d  be c h a r g e d  to the  
t en a n t .  As p r e d i c t e d  by Hy p o t h e s i s  2, t he  c o e f f i c i e n t  o f  R E N E W  is pos i t i ve  a nd  
s i g n i f i c a n t .
R e n t  c onc es s i ons  a rc  r e p r e s en t e d  by the  d u m m y  v a r i a b l e  R N T C O N  a n d  
r e f l e c t  a r e d u c t i o n  o f  r en t  i f  t he  space  is not  r e a d y  f o r  t e n a n t  o c c u p a t i o n  by a 
c e r t a i n  da t e .  I f  t he  d e a d l i n e  for  c o n s t r u c t i o n  c o m p l e t i o n  a n d  p r e mi s e s  d e l i v e r y  is 
not  me t  by t he  l a n d l o r d  t hen  the  t e n a n t  is e x pos e d  to a d d i t i o n a l  e xpe nse s  w h i c h  
e f f e c t i v e l y  i ncreases  t he  r en t a l  rate.  Th i s  is a q u a s i - r e n t  a p p r o p r i a t i o n  by the 
l a n d l o r d .  T h e  c o e f f i c i e n t  f o r  R N T C O N  is pos i t i ve  a n d  in a g r e e m e n t  wi t h  
H y p o t h e s i s  5.166 H o we v e r ,  in o r d e r  f o r  t he  r en t a l  c onces s i on  to be a n  e f f e c t i v e  
d c t c r a n t  to u n w a n t e d  lessor  b e h a v i o r ,  t he  p r es en t  va l u e  o f  t he  r en t a l  concess ion 
has to be g r e a t e r  t ha n  t he  p r e s e n t  va lue  o f  t he  r en t a l  p r e m i u m s  to be pa id .  Thi s  
a p p e a r s  to be t he  case  based upon  the R N T C O N  c o e f f i c i e n t  e s t i ma t e ,  t he  lease
T h e  h e d o n i c  p r i ce  f o r  e a ch  s i g n i f i c a n t  p r o v i s i o n  ca n  eas i l y  be 
d e t e r m i n e d .  T h e  m a r g i n a l  i mp l i c i t  p r i ces  a r e  s i mp l y  t he  e s t i m a t e d  c o e f f i c i e n t s  o f  
t he  va r i a b l e s  c o n t a i n e d  in t he  l i n e a r  h e d o n i c  p r i c e  e q u a t i o n .  F u r t h e r ,  a s t ab l e  
e r r o r  t e r m o v e r  t he  s t u d y  pe r i od ,  as i n d i c a t e d  by s t a n d a r d  r e s i d u a l  plot s ,  i nd i c a t e s  
t h a t  t he  c o e f f i c i e n t s  or  t he  p r i ce s  o f  t he  v a r i o u s  p r o v i s i o n s  in t he  he don i c  
e q u a t i o n s  do  not  vary.
I66T h c  R N T C O N  c o n t i n g e n c y ’s va l ue  may  be n e g a t e d  by the  low 
p r o b a b i l i t y  o f  a r e n t a l  concess i on  o c c u r r i n g  because  o f  c o n s t r u c t i o n  b o nd i ng .
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t e r m,  a n d  the  r e n t a l  concess i on  g r a n t e d . 167 Thus ,  g r a n t i n g  a r en t a l  c onces s i on  f o r  
space  not  c o m p l e t e d  by a c e r t a i n  d a t e  d i s c o u r a g e s  q u a s i - r e n t  a p p r o p r i a t i o n  by the 
l a n d l o r d ,  b u t  exposes  the  lessor  to a d d i t i o n a l  r i sk a n d  e xpe ns e s  (e.g. h i g h e r  
c o n s t r u c t i o n  cost  r isk) .  T h e r e f o r e ,  the lessee mus t  c o m p e n s a t e  t he  l a n d l o r d  f o r  the  
a d d i t i o n a l  u n c e r t a i n t y  t h a t  he mus t  bear .
A n  op t i on  g r a n t i n g  the  l a n d l o r d  a r i gh t  to c ance l  t he  lease is p r i m a r i l y  
used w i t h  u n p r o v e n  t enant s .  T h e  op t i o n  r ed u c e s  l a n d l o r d  r i sk be c aus e  it a l l ows  
the  l a n d l o r d  to e s ca pe  f r o m  t he  lease a r r a n g e m e n t  i f  t he  t e n a n t ’s sales  do  not  
r e a c h  a p r e d e t e r m i n e d  r ea s o n a b l e  a m o u n t .  H o w e v e r ,  a l a n d l o r d  c a n c e l l a t i o n  
op t i on  w o u l d  be v a l u a b l e  to t he  l a n d l o r d  bu t  expose  t he  t e n a n t  to i nc r e as e d  
u n c e r t a i n t y .  Fo r  t hese  r easons ,  t he  c o e f f i c i e n t  f o r  a l a n d l o r d  c a n c e l l a t i o n  op t ion  
is e x p e c t e d  by H y p o t h e s i s  6 to be nega t i ve .  As a n t i c i p a t e d ,  t he  c o e f f i c i e n t  f o r  
l a n d l o r d  c a n c e l l a t i o n  o p t i on  is n e ga t i ve  a n d  s ig n i f i c a n t .
C. Retai l  S um m ary
T h e  reta i l  l ease e mp i r i c a l  resul t s  p r o v i d e  s t r o n g  s u p p o r t  for  t he  v i ew t h a t  
t he  r e s o l u t i o n  o f  c o n t r a c t i n g  issues a s soc i a t ed  w i t h  r e t a i l  leases a r e  i m p o r t a n t  in 
d e t e r m i n i n g  how l a n d l o r d s  select  w h a t  p r o v i s i o n s  to i n c l u d e  in l eases .168 In 
a d d i t i o n ,  T a b l e s  B-G in t he  A p p e n d i x  d e m o n s t r a t e  t h a t  r e t a i l  lease p r ov i s i on  
p r i c i n g  ho l ds  ove r  a b r o a d  r an g e  o f  e s t i m a t e d  m u l t i p l e  r egr e s s i on  equa t i ons ,  
i n c l u d i n g  s e ns i t i v i t y  a na l y s i s  to e s t i ma t es  o f  E L P  f r o m  c h a n g e s  in t he  r a t e  o f  asset  
a p p r e c i a t i o n  a n d  in d i s c o u n t  ra t es ,  a n d  n o n - l i n e a r  f u n c t i o n a l  forms .  Moreove r ,
l67Us i ng  the  R N T C O N  c o e f f i c i e n t  e s t i ma t e  f o r  t he  r en t a l  p r e m i u m  along  
wi t h  t he  lease t e r m a n d  t he  a c t u a l  r en t a l  concess i on  g r a n t e d ,  t he  p r e s e n t  va lue  
e s t i ma t e s  o f  t he  r en t a l  c oncess i on  s u b s t a n t i a l l y  e xceed  t he  p r e s e n t  va l ue  e s t i ma t e s  
o f  t he  r e n t a l  p r e m i u m  ove r  v a r i o u s  a s s u m p t i o n s  r e g a r d i n g  d i s c o u n t  r a t es .  T h e  
r e n t a l  concess i on  a v e r a g e d  30% o f  t he  base r en t a l  p a y m e n t  a n d  u s ua l l y  r e m a i n e d  
in e f f e c t  d u r i n g  t he  e n t i r e  t e r m  or  t he  f i r s t  sever a l  ye a r s  o f  t he  lease.
168E v i d c n c e  on  how l a n d l o r d s  a l l oca t e  b e t w e e n  p e r c e n t a g e  a n d  base rent  
s hou l d  ha ve  l i nks  w i t h  how f r a n c h i s e r s  choose  b e t w e e n  o w n i n g  or  f r a n c h i s i ng .  
See Br i ck l c y  a nd  D a r k  [1987],
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t he  r esu l t s  a r e  cons i s t en t  wi t h  t he  m a i n t a i n e d  hypot heses .  L a n d l o r d s  p r o v i d e  
r en t a l  d i s c o u n t s  to r e t a i l  t e n a n t s  w i t h  l ong - t e r m leases.  R e n t a l  p r e m i a  a r e  c h a r g e d  
to t e n a n t s  w h i c h  ha ve  leases t h a t  c o n t a i n  r e n e wa l  opt ions .  La t e  p a y m e n t  c ha r ge s  
de c r e a s e  r en t a l  p a y m e n t s  be c aus e  t he  l a n d l o r d ’s u n c e r t a i n t y  s u r r o u n d i n g  t e n a n t  
o p p o r t u n i s t i c  b e h a v i o r  is r educ e d .  R e n t a l  d i s c o u n t s  r esu l t  wh e n  leases c o n t a i n  a 
r e n t  e s ca l a t i on  p rov i s i on .  A r en t  e s ca l a t i on  p r ov i s i on  r ed u c e s  i n f l a t i o n  
u n c e r t a i n t y  f o r  the l an d l o r d ,  but  i nc r eases  i n f l a t i o n  u n c e r t a i n t y  f o r  the t enan t .  
Re n t a l  c oncess i ons  d i s c o u r a g e  q u a s i - r e n t  a p p r o p r i a t i o n  by t he  l a n d l o r d  ( as soc i a t ed  
wi t h  u n d e l i v e r e d  space) ,  but  expose  t he  lessor  to a d d i t i o n a l  u n c e r t a i n t y  f o r  wh i c h  
he is c o m p e n s a t e d  by a r en t a l  p r e m i u m .  L a n d l o r d  c a n c e l l a t i o n  r i gh t s  l ower  
u n c e r t a i n t y  for  t he  l a n d l o r d  a n d  d e c r e a s e  rent .  N a t i o n a l  c h a i n  a n d  local  c h a i n  
s tore  t e n a n t s  r ec e i ve  r en t a l  d i s c o u n t s  because  o f  t he  l owe r  d e f a u l t  r i sk as soc i a t ed  
wi t h  t h e i r  c r e d i t  w o r t h i n e s s  a n d  o p e r a t i o n a l  e xpe r i e nc e .  Ho w e v e r ,  n a t i o n a l  c ha i n  
s tore  t e n a n t s  a re  g i ven  the  g r e a t e r  d i scoun t .  A t e n a n t  w h o  g e n e r a t e s  s h o p p i n g  
c e n t e r  t r a f f i c  p a ys  r e d u c e d  r en t s  be c aus e  t he  l a n d l o r d  c o m p e n s a t e s  t he  t e n a n t  f o r  
the b e n e f i t s  o f  t he  c u s t o m e r  t r a f f i c  e x t e r n a l i t y  t h a t  t he  t e n a n t  he lps  to c r ea t e .  A 
t r a d e - o f f  b e t w e e n  f i x e d  a nd  p e r c e n t a g e  r en t  exists.  I f  p e r c e n t a g e  r en t  is be low 
the i n d u s t r y  a m o u n t  f o r  a t e n a n t ’s s tore  type  a n d  c l a s s i f i c a t i on ,  base r en t  is 
h igher .  As t he  sales  b r e a k - p o i n t  i ncreases ,  base r e n t  al so i ncreases .  Th u s ,  the 
e m p i r i c s  i n d i c a t e  t ha t  c e r t a i n  lease c o v e n a n t s  a n d  c o n t i n g e n c i e s  d e t e r m i n e  r en t a l  
r a t es  a nd ,  t hus ,  t he  v a l u a t i o n  o f  l eases .169 T h e r e f o r e ,  c o n t r a c t i n g  c o n s i d e r a t i o n s  
arc  i m p o r t a n t  d e t e r m i n a n t s  o f  l ease s t r u c t u r e . 170
|  f lA
It is e m p h a s i z e d  t h a t  t he  d e t e r m i n a t i o n  o f  t he  o p t i m a l  l ea seho ld  
s t r u c t u r e ,  l ike  t he  d e t e r m i n a t i o n  o f  t he  o p t i m a l  o w n e r s h i p  s t r u c t u r e  o f  the  f i r m,  
d e p e n d s  on the  e n t i r e  set  o f  costs  f a c e d  by the  lessor  a n d  the  lessee.
l70T h e  coe x i s t enc e  o f  both base a n d  p e r c e n t a g e  r en t  i n d i c a t e s  t h a t  the  
lessor  a n d  lessee wil l  d e t e r m i n e  the r en t  c o m b i n a t i o n  bas ed  upon  t h e i r  p a r t i c u l a r  
c o n t r a c t i n g  p rob lems .  T h e  c o n c e n t r a t i o n  o f  c e r t a i n  base  a nd  p e r c e n t a g e  r en t  
c o m b i n a t i o n s  by  s tore  t ype  wou l d  i mp l y  t ha t  p r e d i c t a b l e  cross  s ec t i ona l  
c o n c e n t r a t i o n  exists.
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III. O f f i c e  Lease Empirics
T h i s  s ec t i on  i nd i c a t e s  t he  e f f e c t s  o f  s pa t i a l  a n d  t e n a n t  c h a r a c t e r i s t i c s  a nd  
c o n t r a c t u a l  p r o v i s i o n s  on n o m i n a l  r en t a l  r a t es  f o r  o f f i c e  space.  T h e  o u t co m e  
s h o u l d  s u p p o r t  t he  d i s s e r t a t i o n ’s m a i n  h y p o t he s i s  t h a t  l ease p r o v i s i o n s  a f f e c t  
r e n t a l  rates.
A. O f f i c e  Data
T o  i n d i c a t e  w h e t h e r  or  no t  o f f i c e  l ease  p r ov i s i ons  a r e  c a p i t a l i z e d  into lease 
pr ices ,  d a t a  we r e  co l l ec t ed  on 322 a c t ua l  o f f i c e  leases l oca t ed  in f i v e  m u l t i - t e n a n t  
b u i l d i n g s  l oca t ed  in G r e e n s b o r o ,  N o r t h  C a r o l i n a . 171 T h e  o f f i c e  b u i l d i n g s  wer e  
c hos en  be c aus e  t hey  e na b l e  t he  m i n i m i z a t i o n  o f  s pa t i a l  a n d  l oca t i ona l  v a r i a t i o n  
a m o n g  the  o f f i c e  spaces.  T h e  o f f i c e  b u i l d i n g s  a re  s i t u a t e d  in a p r o m i n e n t  p a r t  of  
t he  c i t y  w i t h i n  a q u a r t e r  mi l e  r a d i u s  o f  each  o t h e r  a n d  a r c  c o m p a r a b l e  in s i 2 c, 
n u m b e r  o f  f loors ,  a r c h i t e c t u r e ,  a n d  o c c u p a n c y . 171 N o  one o f f i c e  s t r u c t u r e  has  a 
s u p e r i o r  l oca t i on  ove r  a n o t h e r .  T h e  f i ve  o f f i c e  c ompl e xe s  w e r e  bu i l t  by t he  same  
d e v e l o p e r  a n d  a r e  al l  r a t e d  class  B o f f i c e  space  b e c a us e  t he  b u i l d i n g s  a r e  all  o l de r  
s t r u c t u r e s  in p r i m e  l oc a t i o n s . 17® T h e  b u i l d i n g s  in t he  d a t a  set  ha ve  no speci a l  
a me n i t i e s .  O f f i c e  b u i l d i n g  a m e n i t i e s  i n c l u d e  a s pa c i ous  l obby ,  ma r b l e  i n te r ior s ,
171T h c  o f f i c e  leases c o n t a i n  c o n t r a c t u a l  r en t a l  r a t e s  t ha t  wer e  n e g o t i a t e d  at  
d i f f e r e n t  po i n t s  in t i me  w h e n  m a r k e t  c o n d i t i o n s  d i f f e r ,  u n l i k e  t he  use o f  the  
a v e r a g e  c u r r e n t  r e n t a l  r a t e  as in t he  H o u g h  a n d  K r a t z  [1983] a n d  C a n n a d a y  a n d
K a n g  [1984] r en t  s tudi es .
1 Di s t a n c e  f r o m  the c e n t r a l  bus iness  d i s t r i c t  (CBD) ,  m a j o r  s h o p p i n g  a r eas ,  
a n d  i n t e r s t a t e  h i g h w a y s  a n d  e x p r e s s w a y s  do  not  a p p e a r  to i n f l u e n c e  r e n t a l  r a t es  
b e c aus e  al l  b u i l d i n g s ,  be i ng  w i t h i n  a q u a r t e r  mi l e  r a d i u s  o f  each  o t he r ,  a re  an  
e q u a l  d i s t a n c e  f r o m  the  CB D,  m a j o r  s h o p p i n g  a reas ,  a n d  i n t e r s t a t e  h i g h w a y s  a n d  
e xp r e s s wa ys .
17SE m p l o y i n g  b u i l d i n g s  o w n e d  by one  d e v e l o p e r  r ed u c e s  the c h a n c e s  t h a t  
s p e c i f i c  l ease p r ov i s i ons  w e r e  i n c l u d e d  becaus e  o f  a d c v e l o p c r / o w n c r ' s  i n v e s t m e n t  
p o r t f o l i o  r e q u i r e m e n t s .
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glass  e l e va t o r s ,  a n d  o t h e r  u n i q u e  t e n a n t  b e n e f i t s . 174 Also,  t he  b u i l d i n g s  possess  no
17Rd i s a m e n i t i c s  t h a t  ca n  de c r e a s e  d e m a n d  f o r  o f f i c e  space.
T h e  s a m p l e  i nc l ude s  bo t h  s ho r t  a n d  l ong t e r m  lease a g r e e m e n t s  n e g o t i a t e d  
b e t w e e n  v a r i ou s  t e n a n t s  a n d  l a n d l o r d s  f o r  t h e  f o u r  ye a r  p e r i o d  b e g i n n i n g  J a n u a r y  
1984. Spe c i f i c  c h a r a c t e r i s t i c s  o f  e a c h  r e t a i l  l ease a g r e e m e n t  t h a t  we r e  o b t a i n e d  
i n c l ud e  lease t e r ms ,  spa t i a l  a n d  lessee c h a r a c t e r i s t i c s ,  a n d  lease c o n t i n g e n c i e s ,  
c o v e n a n t s ,  a n d  o t h e r  speci a l  p r o v i s i o n s . 176 T a b i c  7 p r e s e n t s  t he  s amp l e  me a n s  a n d  
s t a n d a r d  d e v i a t i o n s ,  whi l e  Ta b l e  J in A p p e n d i x  1 c o n t a i n s  t he  c o r r e l a t i o n  ma t r i x .
T y p i c a l  c o v e n a n t s  in a lease i n c l u d e  s e c u r i t y  depos i t s ,  r i gh t  o f  a s s i gn m e n t ,  
r e s t r i c t i o n s  on use o f  space ,  r e q u i r e m e n t s  to m a i n t a i n  l i a b i l i t y  i n s u r a n c e ,  
o b l i g a t i o n s  f o r  s pa ce  i m p r o v e m e n t  a n d  r epa i r s ,  etc.  T y p i c a l  l ease c o n t i n g e n c i e s  
a r c  a l l o w a n c e  f o r  b u i l d i n g  o p e r a t i o n  expenses ,  lease c a n c e l l a t i o n  f o r  c o n s t r u c t i o n  
d e l a y ,  a n d  a r e l oc a t i on  r ight .  I nspec t i on  o f  a c t u a l  v a c a n c y  levels  f o r  t he  s ub jec t  
p r o p e r t i e s  r evea l  nea r  100% o c c u p a n c y .  H o w e v e r ,  s i nce  v a c a n c i e s  a re  an  
i m p o r t a n t  v a r i a b l e  in d e t e r m i n i n g  lease ra t es ,  a c t u a l  v a c a n c y  levels  we r e  co l l ec t ed  
f o r  e a c h  m o n t h  d u r i n g  t he  s t u d y  p e r i o d . 177 D a t a  on r e n t a l  conces s i ons  were
174H o u g h  a n d  K r a t z  [1983] h a v e  d e m o n s t r a t e d  t h a t  speci a l  o f f i c e  b u i l d i n g  
a m e n i t i e s  s uc h  as good a r c h i t e c t u r e  can  i nc r e a s e  d e m a n d  f o r  o f f i c e  space.
1 7RBu i l d i n g  d i s a m c n i t i e s  i nc l ude  p oo r  phys i c a l  s t a t e ,  no  c e n t r a l  a i r ,  no 
p a r k i n g  spaces ,  etc. ,  wh i l e  l oca t i ona l  d i s a m c n i t i e s  cons i s t  o f  l o c a t i o n  n e a r  a 
de r e l i c t  a r e a ,  n u c l e a r  p o we r  or  s e wa ge  p l an t ,  etc.
176V a r i a b l c s  a r c  s e lec ted  based  u p o n  p r ev i o u s  r e s e a r c h  on o f f i c e ,  a p a r t m e n t ,  
a n d  h o u s i n g  m a r k e t s .  Sec K i n g  [1973],  C l a p p  [1980],  Mi l l e r  [1982],  H o u g h  a nd  
K r a t z  [1983],  B r e n n a n ,  C a n n a d a y ,  a n d  Col wel l  [1984],  Ros e n  [1984],  C a n n a d a y  a n d  
K a n g  [1984],  a n d  G u n t e r m a n n  a nd  N o r r b i n  [1987],
17TShi l I i ng ,  S i mi a n s ,  a n d  Cor ge l  [1986],  Ro s e n  a n d  Sm i t h  [1983],  Bl i n d e r  
[1982],  a n d  Ph i l i p s  [1980] no t e  t h a t  l a n d l o r d s  c a n  a l t e r  i n v e n t o r i e s  o f  u n r e n t e d  
s pa ce  by a d j u s t i n g  r en t a l  r a t es  so as to m i n i m i z e  losses a r i s i n g  f r o m  u n r e n t c d  
space.  Ne ve r t he l e s s ,  a v a r i a b l e  r e p r e s e n t i n g  the  o f f i c e  b u i l d i n g  v a c a n c y  r a t e  on 
t he  d a t e  o f  l ease e x e c u t i o n  was  i n s i g n i f i c a n t  in all  p r e l i m i n a r y  model s .  T h e  
s ub j ec t  o f f i c e  b u i l d i n g s  h a d  s i m i l a r  m i n i m a l  (<5%) v a c a n c y  r a t es  d u r i n g  the  
pe r i o d  o f  s t udy .  Also,  t he  l a n d l o r d  c o m m u n i c a t e d  t h a t  v a c a n c y  a d j u s t m e n t s  
t h r o u g h  r en t s  d i d  not  occur .
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T A B L E  7
Means and Standard Deviat ions  o f  O f f i c e  Lease Data  
3 2 2  Observat ions*
Variable** Symbol Mean
Standard
Deviation Minimum Maximum
Total Base Rant Par Squara Foot TOTPSF IS 036 1 624 9.600 16.670
Equilibrium Laaaa Payment ELP 11 364 643 9 336 17 293
Laaaa Term*:
Laaaa Term in Y«ar* LSTERM 1479 1 731 083 20 000
Spatial Characteristic*:
Square Feet in
Thousands Leased SQFT .880 1.618 .090 16 436
Keyman Office Space KEYMAN .333 473 0 1
Leiiee Characteristics:
Above Average Tenant ABOVE 344 .476 0 1
Average Tenant AVGTNT .396 467 0 1
Out-of-State Tenant OUTSTATE 311 463 0 1
Existing Tenant EXTNT 469 .500 0 1
Covenant*:
Security in Thousand 
Dollar* Deposit DEPOSIT 317 467 0 2 998
Lease Not Assignable NASS1GN .879 327 0 1
Contingencies:
Operational in Thousand 
Dollars Allowance OPERALL 2 397 6 109 0 37.885
Construction Delay Release DELAY 230 .421 0 1
Landlord Relocation Right RELOCATION 663 .497 0 1
*Source:  D a t a  f r o m  f i ve  m u l t i - t e n a n t  o f f i c e  b u i l d i n g s  in G r e e n s b o r o ,  N o r t h
Ca r o l i n a .
**Sec t ext  f o r  d e f i n i t i o n  o f  va r i ab l es .
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g a t h e r e d  by o b t a i n i n g  t he  l a n d l o r d ’s l o n g - r u n  s u p p l y  p r i ce  o f  r e t a i l  space.  
F u r t h e r ,  t h e  l a n d l o r d ’s i n t e n d e d  d e v i a t i o n s  f r o m  the  l o n g - r u n  s up p l y  pr ice ,  based  
upon  w h e t h e r  or  not  a t e n a n t  t akes  a l a rge  a m o u n t  o f  space  f o r  a l ong  pe r i od  o f  
t i me  or  has  a f a v o r a b l e  c h a r a c t e r i s t i c  such  as h i gh  c r e d i t  r a t i ng ,  were  not ed.
B. O f f i c e  Results
T a b l e s  8 a nd  9 p r e s e n t  e s t i ma t e s  o f  t he  e f f e c t s  on n o m i n a l  o f f i c e  r en t  o f  
lease t e r ms ,  s pa t i a l  a n d  lessee c h a r a c t e r i s t i c s ,  a n d  s ever a l  lease c o v e n a n t s  a nd  
c o n t i n g e n c i e s . 1,8 T h e  d e p e n d e n t  v a r i a b l e  in T a b l e  8 is to ta l  a n n u a l  r en t  per  
s q u a r e  foot ,  wh i l e  t he  d e p e n d e n t  v a r i a b l e  in T a b l e  9 is total  a n n u a l  r en t  m i n u s  the 
e q u i l i b r i u m  lease p a y m e n t  (ELP) .  T h e  r egr es s i on  r esu l t s  a r c  cons i s t en t .  The  
r e s u l t i ng  h e d o n i c  e q u a t i o n  in T a b l e  8 has  a n  R s o f  .770 a n d  a n  F- s t a t i s t i c  o f  
79,107,  wh i l e  in T a b l e  9 the R 3 is .745 a n d  the  F - s t a t i s t i c  is 75.285. All  
c o e f f i c i e n t s  in bo t h  r egr es s i ons  a r e  s i g n i f i c a n t  at  t h e  10% level  or  be t t er .
Equilibrium Lease P aym en t . T a b l e  8 r eve a l s  t ha t  t h e r e  exi s t s  a s t r ong  
pos i t i ve  r e l a t i o n s h i p  b e t w e e n  the  a c t u a l  a n d  e q u i l i b r i u m  lease p a y m e n t s  (ELP) .  
T h e  c o e f f i c i e n t  o f  EL P  is 1.031 a n d  the  va l ue  o f  t he  c o e f f i c i e n t  f o r  ELP  is not  
s i g n i f i c a n t l y  d i f f e r e n t  f r o m  u n i t y . 179 As w i t h  t he  r e t a i l  l ease emp i r i c s ,  this  resul t  
i nd i c a t e s  t ha t  Mc Conne l l  a n d  S c h a l l h e i m ’s [1983] m e t h o d o l o g y  f o r  v a l u i ng  leases 
w h i c h  c o n t a i n  n o n - c a n c e l l a t i o n  p r ov i s i ons  a p p e a r s  to be cor r ec t .
Lease Term . As  p r e d i c t e d  by H y p o t h e s i s  I I ,  t he  c o e f f i c i e n t  f o r  lease t e r m 
( L S T E R M )  is n e g a t i ve  a n d  s ig n i f i c a n t .  It a p p e a r s  t h a t  l a n d l o r d s  o f f e r  r en t a l  
d i s c o u n t s  to o f f i c e  t e n a n t s  w i t h  l ong - t e r m leases.  R e n t a l  d i s c o u n t s  m a y  oc c u r
1 7  AT h e  p r e s e nc e  o f  m u l t i c o l l i n c a r i t y  w3S not  i n d i c a t e d  by v a r i a n c e  
i n f l a t i o n ,  e igen  va lue ,  a n d  c o n d i t i o n  i ndex  i n d i c a t o r s  as g e n e r a t e d  by SAS w h i c h  
f o l l ows  p r o c e d u r e s  o u t l i n e d  by Bclsley,  K u h ,  a n d  Welch [1980],  A d d i t i o n a l l y ,  
s t a n d a r d  tests a n d  r e s i d u a l  plots  s h o w e d  no  a u t o c o r r e l a t i o n  or  he t c r o s c e d a s t i c i t y  
p r ob l ems .  F u r t h e r ,  t he  e r r o r  t e r m a p p e a r s  to be n o r ma l l y  d i s t r i b u t e d  {sec T a b l e  S 
in A p p e n d i x  1) a l ong  wi t h  be i ng  s t ab l e  ove r  t he  t i me  p e r i od  s t ud i e d .
179T h c  c o e f f i c i e n t  f o r  EL P  has  a s t a n d a r d  e r r o r  o f  .086,  so t ha t  t he  EL P  
e s t i ma t e  o f  1.031 lies w i t h i n  one  s t a n d a r d  d e v i a t i o n .
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T A B L E  8
T h e  Final  Es t im ated  H e d o n ic  Equation of  O f f i c e  Rent
*
for  a S a m p le  o f  322 Leases
**
V a r i a b l e
P a r a m e t e r
E s t i m a t e t -S t a t i s t i c
E q u i l i b r i u m  Le a s e  P a y m e n t  ( E L P ) 1.031 12.038
Le a s e  Te r ms :
Le a s e  T e r m  in M o n t h s  ( L S T E R M ) -.282 -7.142
S p a t i a l  C h a r a c t e r i s t i c s :
S q u a r e  F e e t  in T h o u s a n d s  Le a s e d  ( S Q F T ) - .055 -1.643
K e y m a n  O f f i c e  Space  ( K E Y M A N ) 1.278 8.750
Lessee  C h a r a c t e r i s t i c s :
A b o v e  A v e r a g e  T e n a n t  ( A B O V E ) -1.029 -7.261
A v e r a g e  T e n a n t  ( A V G T N T ) .598 -5.367
O u t - o f - S t a t e  T e n a n t  ( O U T S T A T E ) .607 5.074
E x i s t i n g  T e n a n t  ( E X T N T ) -.269 -2.720
C o v e n a n t s :
S e c u r i t y  De p o s i t  in
T h o u s a n d  Do l l a r s  ( D E P O S I T ) -.210 -2.120
Le a s e  N o t  A s s i g n a b l e  ( N A S S I G N ) -.365 -2.645
C o n t i n g e n c i e s :
O p e r a t i o n a l  A l l o w a n c e  tn
T h o u s a n d  Do l l a r s  ( O P E R A L L ) .022 2.519
C o n s t r u c t i o n  D e l a y  R e l e a s e  ( D E L A Y ) .296 2.582
L a n d l o r d  R e l o c a t i o n  R i g h t  ( R E L O C A T I O N ) -.238 -2.054
C o n s t a n t 2.252 2.439
R 2 .770
R a .760
P - S t a t i s t i c 79.107
♦
Source :  D a t a  f r o m  f i v e  o f f i c e  b u i l d i n g s  in G r e e n s b o r o ,  N o r t h  C a r o l i n a .
See t ex t  f o r  d e f i n i t i o n  o f  va r i a b l e s .
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T A B L E  9
E st im ated  H ed on ic  Equation o f  O f f i c e  Rent  Less  Equil ibrium
*
Lease  P a y m e n t  ( E L P )  for a S a m p l e  o f  322 Leases
*•
V a r i a b l e
P a r a m e t e r
E s t i m a t e t - S t a t i s t i c
Le a se  T e r m s :
L e a s e  T e r m  in M o n t h s  ( L S T E R M ) -.276 -7 828
S p a t i a l  C h a r a c t e r i s t i c s :
S q u a r e  F e e t  in  T h o u s a n d s  L e a s ed  ( S Q F T ) - .055 -1.633
K e y m a n  O f f i c e  S pa c e  ( K E Y M A N ) 1.294 9.344
Lessee  C h a r a c t e r i s t i c s :
A b o v e  A v e r a g e  T e n a n t  ( A B O V E ) -1.032 -7.317
A v e r a g e  T e n a n t  ( A V G T N T ) -.599 -5.386
O u t - o f - S t a t e  T e n a n t  ( O U T S T A T E ) .611 5.145
E x i s t i n g  T e n a n t  ( E X T N T ) -.271 -2.757
C o v e n a n t s :
S e c u r i t y  D e p o s i t  in
T h o u s a n d  D o l l a r s  ( D E P O S I T ) -.206 -2.100
L e a s e  N o t  A s s i g n a b l e  (N A S S 1 G N ) -.359 -2.624
C o n t i n g e n c i e s :
O p e r a t i o n a l  A l l o w a n c e  in
T h o u s a n d  D o l l a r s  ( O P E R A L L ) .023 2.586
C o n s t r u c t i o n  D e l a y  R e l e a s e  ( D E L A Y ) .305 2.749
L a n d l o r d  R e l o c a t i o n  R i g h t  ( R E L O C A T I O N ) -.237 -2.050
C o n s t a n t 2.577 13.832
R a .745
R 2 .735
F - S t a t i s t i c 75.285
*
Sourc e :  D a t a  f r o m  f i v e  o f f i c e  b u i l d i n g s  in G r e e n s b o r o ,  N o r t h  C a r o l i n a .
See t e x t  f o r  d e f i n i t i o n  o f  v a r i a b l e s .
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b e c ause  o f  a r e d u c t i o n  in l a n d l o r d  risk. A d d i t i o n a l l y ,  the  r e l e a s i n g  o f  v a c a n t  
p rem ise s  a t  lease t e r m i n a t i o n  is cos t ly  du e  to space  d o w n t i m e  w i t h  t e n a n t  t u r n o v e r  
an d  n e w  t e n a n t  se a rc h  cos ts .180 Both l a n d l o r d s  a n d  t e n a n t s  a r e  a w a r e  o f  the 
r e d u c e d  e x p e n se s  i n c e n t iv e  f o r  a t e n a n t  no t  to move.  T h e r e f o r e ,  a r e n t a l  d i s c o u n t  
m ay  be g iv e n  to o f f i c e  t e n a n t s  as the  l e ng th  o f  s t a y  increases .
Spa t ia l  Charac teri s t ics . In the  model ,  two s pa t i a l  a t t r i b u t e s  fo r  the  leased 
p rem ise s  were  t e s t e d .181 T h e s e  s p a t i a l  a t t r i b u t e s  i n c l u d e  u sa b le  s q u a r e  f o o t a g e  of  
the  l eased  space  in t h o u s a n d s  o f  s q u a re  f ee t  ( S Q F T )  a n d  k e y m a n  or  s ingle  
e x e c u t iv e  o f f i c e  s pace  ( K E Y M A N ) . 182 T h e  n o m in a l  o f f i c e  space  r e n t a l  r a t e  s hou ld  
d e c re a s e  w i th  g r e a t e r  s q u a r e  f ee t  leased be c ause  the  l a n d l o r d ’s costs  o f  n e g o t i a t i n g  
a n d  s e r v i c in g  lease c o n t r a c t s  d e c l in e  as  the  s q u a r e  f e e t  l eased  increases .  T h e  
e s t i m a t e d  c o e f f i c i e n t  f o r  S Q F T  has  a n e g a t i v e  s ign a n d  is s i g n i f i c a n t .  T h u s ,  it 
a p p e a r s  t h a t  t h e r e  is a r e n t a l  d i s c o u n t  as the  s q u a r e  f o o t a g e  o f  c o n t r a c t e d  space  
increases .  T h i s  resu l t  a lso c o n f o r m s  to the  h y p o t h e s i s  o f  B r e n n a n ,  C a n n a d a y ,  an d  
C o lwel l  (1984), w ho  suggest  t h a t  r e n t a l  r a t e s  will  d e c re a s e  as  s q u a r e  f oo ta ge  
inc reases  be c ause  the  n e g o t i a t i n g  s t r e n g th  o f  the  t e n a n t  is g r e a t e r .  In a d d i t i o n ,  
l a rge  s p a ce  use rs  m ay  also be p r o m i n e n t  t e n a n t s  w i th  t h e i r  n a m e s  on the  b u i l d i n g  
e x te r io r .  As w i th  a n c h o r  r e ta i l  s to res  t h a t  a rc  v a lu e d  by l a n d l o r d s  f o r  t h e i r  
t r a f f i c  g e n e r a t i n g  a b i l i t y ,  a n c h o r  o f f i c e  t e n a n t s  c r e a t e  a n  a t m o s p h e r e  of  
i m p o r t a n c e  a n d  p r o m i n e n c e  w i th  the  b u i ld in g .  T h e r e f o r e ,  w e l l - k n o w n  o f f i c e
180Also,  the  t e n a n t  w o u l d  f ac e  t u r n o v e r  costs  w h i c h  i n c l u d e  m o v in g  o f f i c e  
f u r n i t u r e  a n d  e q u i p m e n t ,  lost e m p l o y e e  p r o d u c t i v i t y  f r o m  w o r k  d i s r u p t i o n ,  a n d  
legal  fees  w i t h  new leases.
181D u m m y  v a r i a b l e s  f o r  i n d i v i d u a l  o f f i c e  b u i l d i n g s  a n d  f lo o r  level l o ca t ion  
were  i n c l u d e d  in p r e l i m i n a r y  models  a n d  f o u n d  to h a v e  i n s i g n i f i c a n t  c o e f f i c i e n t s .  
B r e n n a n ,  C a n n a d a y ,  a n d  C o lw e l l  [1984] i n d i c a t e  t h a t  f lo o r  level  l o c a t io n  s h o u ld  be 
p o s i t i v e l y  r e l a t e d  to r e n t  be c ause  h e ig h t  p r o v id e s  o c c u p a n t s  w i th  b e t t e r  v i e w s  a n d  
less no ise  f r o m  s t r e e t  level  t r a f f i c .  H o w e v e r ,  all  b u i l d i n g s  in the  s a m p le  have  
t h re e  f loors .
18IO f f i c e  su i t e s  d i f f e r  in the  a m o u n t  o f  a re a  lost  to s ta i r s ,  e l e v a t o r  sha f t s ,  
s to r a ge  spaces ,  pipes ,  v e r t i c a l  d u c ts ,  a n d  b a th r o o m s .  T h e  s q u a r e  fo o ta g e  o f  space  
f o r  e a c h  lease in the  d a t a  set is ne t  o f  a n y  lost area .
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t e n a n t s  t h a t  a r e  la rge  space  use rs  m ay  pay  low er  r e n t s  f o r  g iv in g  v a lu e  to a 
b u i ld in g .
K E Y M A N  or  s ing le  e x e c u t i v e  o f f i c e  space  a r e  smal t  o f f i c e s  t h a t  r ange  
f r o m  100 to 300 s q u a r e  f ee t .  K E Y M A N  space  is u s u a l l y  o c c u p ie d  by a s ing le  
t e n a n t  on  a m o n t h - t o - m o n t h  basis.  In a d d i t i o n ,  s e c r e t a r i a l  or  w o r d  p rocess in g  
s e rv ices  a n d  c o n f e r e n c e  room s  a re  a v a i l a b l e  f o r  a fee.  T h e  c o e f f i c i e n t  f o r  
K E Y M A N  o f f i c e  space  has  a r e n t a l  p r e m i u m  w h i c h  r e f l e c t s  the  a d d e d  v a lue  o f  
s h o r t - t e r m  o f f i c e  s pace  a n d  s e rv ic es  f o r  the  small  o f f i c e  space  user.
Lessee c h a r a c t e r i s t i c s  i n c lu d e  d u m m y  v a r i a b le s  fo r  an  a b o v e  a v e r a g e  c r e d i t  
r isk t e n a n t  ( A B O V E ) ,  a n  a v e r a g e  c r e d i t  r isk t e n a n t  ( A V G T N T ) ,  a t e n a n t  w i th  an  
o u t - o f - s t a t e  hom e  o f f i c e  ( O U T S T A T E ) ,  a n d  an  e x i s t i n g  t e n a n t  w h o  s igns  a n e w  
lease ( E X T N T ) .  H a v i n g  c r e d i t  d u m m y  v a r i a b l e s  w h i c h  r e p r e s e n t  a b o v e  a v e r a g e  
a n d  a v e r a g e  c r e d i t  r isk t e n a n t s  a l low s  the  fo c u s  o f  the  v a r i a t i o n  in c r e d i t  r isk or 
r a t i n g  to be on t e n a n t s  w i th  b c t t e r - t h a n - a v e r a g c  o r  a v e r a g e  c r e d i t  r isks  w h i l e  the  
l e f t  ou t  d u m m y  v a r i a b l e  is a t e n a n t  w i th  a be low a v e r a g e  c r e d i t  r i s k .183 Both o f  
the  i m p l i e d  m a r g i n a l  p r ice s  o f  the  c r e d i t  r isks  in the  e q u a t i o n  a r e  n e g a t i v e  a n d  
s i g n i f i c a n t  as  e x p e c t e d  by H y p o t h e s i s  11. T h e  r a n g e  f o r  these  c o e f f i c i e n t s  
sugges t s  t h a t  t e n a n t s  r ece ive  a d i s c o u n t  o f  c i t h e r  S I .03 or  $0.60 p e r  s q u a r e  foo t  per  
y e a r  f o r  b e in g  a b e t t e r  c r e d i t  r isk or  h a v i n g  low er  d e f a u l t  risk.
O u t - o f - s t a t e  t e n a n t s  m a y  be c h a r g e d  h ig h e r  r e n t a l  ra tes  f o r  s e v e r a l  reasons .  
F i r s t ,  l a n d l o r d s  m a y  p e rc e iv e  o u t - o f - s t a t e  t e n a n t s  to be g r e a t e r  c r e d i t  r isks  in th a t  
d e f a u l t  j u d g m e n t s  c o u ld  be m ore  d i f f i c u l t  to collect .  Second ,  o u t - o f - s t a t e  t e n a n t s  
m a y  be u n f a m i l i a r  w i th  r e n t a l  r a t e s  in the  local m a r k e t p l a c e  a n d  e n d  up  p a y in g  
too m u c h  as c o m p a r e d  w i t h  k n o w l e d g e a b l e  local  t en a n t s .  T h e  c o e f f i c i e n t  f o r  ou t-  
o f - s t a t e  t e n a n t  ( O U T S T A T E )  is p o s i t i v e  a n d  s i g n i f i c a n t  w h i c h  i n d i c a t e s  t h a t  ou t-
1 T h e  c r e d i t  r isk or  r a t i n g  o f  the  v a r i o u s  t e n a n t s  w e r e  o b t a i n e d  f r o m
i n t e r v i e w s  w i th  the  l a n d l o r d / i n v e s t o r  a n d  a c tu a l  t e n a n t  f i n a n c i a l  s t a t e m e n ts .
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o f - s t a t e  t e n a n t s  a r c  c h a r g e d  h ig h e r  r e n t a l  ra tes .  T h i s  r e s u l t  is c o n s i s t e n t  w i th  
H y p o t h e s i s  12.
As e x i s t i n g  t e n a n t s  a r e  a k n o w n  c o m m o d i t y  in t h a t  t h e i r  r e n t a l  p a y m e n t  
a n d  m a i n t e n a n c e  r e c o r d s  h a v e  been  o b s e rv e d  by the  l a n d l o r d ,  t h e y  m ay  be 
e x p e c t e d  to r e c e iv e  a r e n t a l  d i s c o u n t  be c ause  o f  the  l a n d l o r d ’s lower  i n f o r m a t i o n  
a n d  r e l e a s in g  c os t s .184 Since the  l a n d l o r d  is i n f o r m e d  a b o u t  the  t e n a n t ’s p a y m e n t  
r ec o r d ,  u n c e r t a i n t y  is r e d u c e d  a n d  the  l a n d l o r d  w o u ld  be w i l l i n g  to s h a r e  the  
b e n e f i t  w i th  t h e  lessee t h r o u g h  low er  lease rates .  R e l e a s i n g  costs  such  as  new 
t e n a n t  s e a r c h  costs , r e m o d e l i n g  a n d  u n f i t t i n g  c h a rg e s ,  a n d  lea s ing  fees  a lo n g  w i th
lost  r e v e n u e s  d u e  to space  d o w n t i m e  a rc  a lso  r e d u c e d .  T h u s ,  as p ro p o se d  in
H y p o t h e s i s  13, e x i s t i n g  t e n a n t s  w ho  s ign r e n e w a l  leases  a r e  e x p e c t e d  to r ec e ive  a 
d i sc o u n t .  T h e  c o e f f i c i e n t  f o r  e x i s t i n g  t e n a n t  ( E X T N T )  is n e g a t i v e  a n d  s i g n i f i c a n t  
w h i c h  s u p p o r t s  these  t h e o r i e s  t h a t  e x i s t in g  t e n a n t s  en jo y  a r e n t a l  d i s c o u n t  wi th  
r e n e w e d  leases.
Covenants . T w o  o f f i c e  c o v e n a n t s  c o m m o n l y  f o u n d  in lease a g r e e m e n t s  a r e  a 
r e q u i r e m e n t  f o r  a s e c u r i t y  d e pos i t  a n d  a p ro v i s io n  p r e v e n t i n g  the  a s s i g n m e n t  o f  
the  lease  to a t h i r d  p a r ty .  A s e c u r i t y  d e p o s i t  s e rves  to p e n a l i z e  the  lessee fo r  
u n w a n t e d  o p p o r t u n i s t i c  b e h a v io r .  I f  the  lessee d e f a u l t s  on  th e  o b l ig a t i o n s  o f  his 
lease or  f a i l s  to p a y  his  r e n t  in a t im e ly  m a n n e r ,  t h e n  the  d e p o s i t  ac ts  as
c o m p e n s a t i o n .  S m i th  a n d  W a rn e r  [1979] i n d i c a t e  t h a t  c o n t r a c t u a l  p a r t i c i p a n t s
w i l l i n g ly  ac ce p t  p r o v i s io n s  w h i c h  r e s t r i c t  o p p o r t u n i s t i c  b e h a v i o r  because  they  
l o w e r  the  u n c e r t a i n t y  s u r r o u n d i n g  c o n t r a c t u a l  f u l f i l l m e n t  a n d ,  t hus ,  lower  
c o n t r a c t i n g  costs  ensue .  T h e  c o e f f i c i e n t  f o r  s e c u r i t y  d e p o s i t  in t h o u s a n d  d o l la r s  
( D E P O S I T )  is n e g a t i v e  a n d  s i g n i f i c a n t  as a n t i c i p a t e d  by H y p o t h e s i s  15. H o w e v e r ,  
in o r d e r  f o r  a s e c u r i t y  d e p o s i t  to i n d i c a t e  a r e d u c t i o n  in u n w a n t e d  t e n a n t
I AiT h i s  is s im i l a r  to a b a n k  k n o w i n g  the  h i s t o r y  o f  i ts cus tom ers .  Low er  
b o r r o w i n g  costs  a r c  the  r esu l t  o f  the b a n k  h a v i n g  pas t  i n f o r m a t i o n  a b o u t  a 
b o r r o w e r .  Sec L c l a n d  a n d  Py le  [1977] a n d  S a n t o m c r o  [1984] f o r  an  i n f o r m a t i o n  
g a t h e r i n g  e x p l a n a t i o n  o f  b a n k  ex is t ence .
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b e h a v i o r  a n d ,  t h u s ,  a l o w e r  lease r e n t a l  p a y m e n t ,  t h e  v a lu e  o f  t h e  c o e f f i c i e n t  fo r  
the  v a r i a b l e  r e p r e s e n t i n g  the  s e c u r i t y  d e pos i t  has  to be  g r e a t e r  t h a n  the  f o rg o n e  
i n t e r e s t  on the  depos i t .  With a D E P O S I T  c o e f f i c i e n t  e s t i m a t e  o f  -.210, the  r en t a l  
d i s c o u n t  a m o u n t  is g r e a t e r  t h a n  th e  v a r io u s  f o r g o n e  i n te r e s t  r a t e s  t h a t  w ou ld  h a v e  
been  a v a i l a b l e .  N e v e r th e le s s ,  the  d i f f e r e n c e  is no t  s i g n i f i c a n t .  T h u s ,  a s e c u r i ty  
d e p o s i t  m ay  d e c re a s e  r e n t  be c ause  the  l a n d l o r d ’s u n c e r t a i n t y  s u r r o u n d i n g  t e n a n t  
o p p o r t u n i s t i c  b e h a v i o r  is r educ e d .  As the  a m o u n t  o f  the  d e p o s i t  r ises in d o l l a r  
va lu e ,  the  g r e a t e r  the  rcnf<»i d i s c o u n t  t h a t  the  lessee receives .
An a s s ig n a b le  lease exposes  the  lessor  to g r e a t e r  u n c e r t a i n t y .  A s u b s t i t u t e  
t e n a n t  m ay  h a v e  in c r e a s e d  d e f a u l t  r isk or  be i n c o m p a t i b l e  w i th  the  e x i s t in g  t e n a n t  
mix.  Fo r  these  r easons ,  most  o f f i c e  leases  p r e v e n t  a s s ig n m e n t .  H o w e v e r ,  
a s s i g n m e n t  is a l l o w e d  in some  cases .  As e x p e c t e d  by H y p o th e s i s  16, a c o v e n a n t  
p r e v e n t i n g  lease a s s i g n m e n t  ( N A S S I G N )  is n e g a t i v e  a n d  s i g n i f i c a n t  a n d  wil l  
r e d u c e  n o m i n a l  rent .
Lease  Contingencies . T h r e e  lease c o n t i n g e n c i e s  a r e  i n c lu d e d :  o p e r a t i o n a l
a l l o w a n c e  f o r  r e n t  e sc a l a t i o n  ( O P E R A L L ) ,  c o n s t r u c t i o n  d e l a y  re lease  ( D E L A Y ) ,  
a n d  l a n d l o r d  r e l o c a t i o n  r igh t  ( R E L O C A T I O N ) .  A l a n d l o r d  m a y  be e x p o s ed  to a 
s u d d e n  r ise  in b u i l d i n g  o p e r a t i n g  costs  d u e  to u n a n t i c i p a t e d  i n f l a t i o n  or  o t h e r  
c i r c u m s t a n c e s .  F o r  the  lessee, the  p r o b a b i l i t y  o f  p a y i n g  a d d i t i o n a l  r en t  is d i r e c t l y  
r e l a t e d  to t h e  o p e r a t i o n a l  e x p e n s e  a l l o w a n c e  in t h o u s a n d  d o l l a r s  ( O P E R A L L ) . 18® 
As th e  o p e r a t i o n a l  e x p e n se  a l l o w a n c e  increases ,  the  p r o b a b i l i t y  o f  the  t e n a n t  
p a y i n g  a d d i t i o n a l  r e n t  dec reases .  T h e  p a r a m e t e r  c o e f f i c i e n t  f o r  the  o p e r a t i o n a l  
e x p e n se  a l l o w a n c e  is p o s i t i v e  a n d  s ig n i f i c a n t .  T h i s  o u t c o m e  s u p p o r t s  H y p o th e s i s  
17 a n d  in d i c a t e s  t h a t  l a n d l o r d s  must  be c o m p e n s a t e d  w i th  h i g h e r  a n n u a l  r en t s  fo r
186T h e  t e n a n t  u sua l ly  n e g o t i a t e s  a n  a l l o w a n c e  h i g h e r  t h a n  the  cos t  f o r  the 
f i r s t  lease year .  H o w e v e r ,  the  p r o v i s i o n  n o r m a l l y  r e q u i r e s  the  l a n d l o r d  to seek to 
r e d u c e  o p e r a t i o n a l  expenses .
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t h e  r e d u c e d  l i k e l i h o o d  o f  r e c e i v i n g  a d d i t i o n a l  r e n t s  a s s o c i a t e d  w i t h  h i g h e r  
o p e r a t i n g  expenses .
A n  o f f i c e  t e n a n t  is e x p o s e d  to  c o n s i d e r a b l e  cos ts  w h e n  m o v i n g  i n to  n e w  
o f f i c e  space .  T h e s e  cos ts  i n c l u d e  a t t o r n e y ' s  f ee s ,  m o v i n g  c o n t r a c t s ,  a n d  
c o m m i t m e n t s  f o r  f i x t u r e s ,  e q u i p m e n t  a n d  f u r n i t u r e .  T h e  l a n d l o r d ’s f a i l u r e  to 
p r o v i d e  o f f i c e  spa ce  by th e  a g r e e d  u p o n  d e a d l i n e  w o u l d  e x p o s e  t h e  lessee to 
a d d i t i o n a l  e x p e n s e  a n d  w o u ld  be a q u a s i - r e n t  a p p r o p r i a t i o n  by  the  l a n d l o r d .  A 
c o n s t r u c t i o n  d e l a y  re l e a se  p r o v i s i o n  w h i c h  a l l o w s  th e  lessee to  c a n c e l  a lease i f  
s p a ce  is no t  p r o v i d e d  w i t h i n  a n  a g r e e d  u p o n  n u m b e r  o f  d a y s  a n d  in a c e r t a i n  s t a t e  
o f  c o n d i t i o n  is t y p i c a l l y  f o u n d  in  o f f i c e  leases .18® T h e  p r o v i s i o n  s h o u l d  
d i s c o u r a g e  q u a s i - r e n t  a p p r o p r i a t i o n  by  th e  l a n d l o r d  t h r o u g h  p e r m i t t i n g  th e  t e n a n t  
to  e s c a p e  f r o m  th e  r e q u i r e m e n t s  o f  t h e  lease.  A l t h o u g h  th e  p r o v i s i o n  d e c r e a s e s  the  
u n c e r t a i n t y  f o r  t h e  t e n a n t  by p r o v i d i n g  the  t e n a n t  w i t h  the  a b i l i t y  to  c o n t r a c t  f o r  
s p a c e  e l s e w h e r e ,  it i n c r e a s e s  t h e  u n c e r t a i n t y  f o r  t h e  l a n d l o r d .  T h e r e f o r e ,  a 
c o n s t r u c t i o n  d e l a y  r e l e a s e  w o u l d  be v a l u a b l e  to  t h e  t e n a n t  b u t  no t  v a l u a b l e  to  the  
l a n d l o r d  b e c a u s e  o f  i n c r e a s e d  e x p o s u r e  to  u n c e r t a i n t y .  F o r  t h es e  r ea sons ,  
H y p o t h e s i s  18 e x p e c t s  t h e  c o e f f i c i e n t  f o r  a c o n s t r u c t i o n  d e l a y  re l e a se  { D E L A Y )  to 
be po s i t i v e .  As a n t i c i p a t e d ,  t h e  c o e f f i c i e n t  f o r  c o n s t r u c t i o n  d e l a y  r e l e a s e  is 
p o s i t i v e  a n d  s i g n i f i c a n t .
A r e l o c a t i o n  r i g h t  a l l o w s  th e  l a n d l o r d  to r e l o c a t e  t e n a n t s  so as  to m ee t  
t e n a n t  e x p a n s i o n  r e q u i r e m e n t s .  T h e  r e l o c a t i o n  p r o v i s i o n  a l l o w s  th e  l a n d l o r d  to 
r e a d j u s t  hi s  s p a ce  i n v e n t o r y  in a m o r e  e f f i c i e n t  m a n n e r  w h i c h  r e d u c e s  b u i l d i n g  
o p e r a t i o n  costs .  A r e d u c t i o n  in o p e r a t i n g  cos ts  c o u l d  be t r a n s f e r r e d  to  the  t e n a n t  
t h r o u g h  r e d u c e d  lease ra tes .  C o n s i s t e n t  w i t h  H y p o t h e s i s  19, t h e  c o e f f i c i e n t  f o r  
l a n d l o r d  r e l o c a t i o n  r i g h t  ( R E L O C A T I O N )  is n e g a t i v e  a n d  s i g n i f i c a n t .
1 T h e  p r o v i s i o n  u s u a l ly  s t a t e s  t h a t  a l a n d l o r d  m u s t  p r o v i d e  t h e  s p a c e  
w i t h i n  30 d a y s  a f t e r  the  e x e c u t i o n  o f  the  lease.
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C. Of f i ce  Summar y
T h e  o f f i c e  lease  e m p i r i c s  p r o v i d e d  s t r o n g  s u p p o r t  f o r  t h e  v i e w  t h a t  c e r t a i n  
c o v e n a n t s  a n d  c o n t i n g e n c i e s  d e t e r m i n e  o f f i c e  r e n t a l  r a t e s  a n d ,  t h u s ,  the  v a l u a t i o n  
o f  teases.  In a d d i t i o n .  T a b l e s  K.-Q in the  A p p e n d i x  d e m o n s t r a t e  t h a t  o f f i c e  lease  
p r o v i s i o n  p r i c i n g  h o l d s  o v e r  a b r o a d  r a n g e  o f  e s t i m a t e d  m u l t i p l e  r e g r e s s i o n  
e q u a t i o n s ,  i n c l u d i n g  s e n s i t i v i t y  a n a l y s i s  w i t h  r e s p e c t  to  e s t i m a t e s  o f  E L P  f r o m  
c h a n g e s  in t h e  r a t e  o f  asse t  a p p r e c i a t i o n  a n d  in d i s c o u n t  r a t e s ,  a n d  a l t e r n a t i v e  
n o n - l i n e a r  f u n c t i o n a l  fo rm s .  T h e  h y p o t h e s e s  a p p e a r  to be c o n s i s t e n t  w i t h  the  
r e su l t s .  L a n d l o r d s  o f f e r  l o n g - t e r m  o f f i c e  t e n a n t s  r e n t a l  d i s c o u n t s .  A s e c u r i t y  
d e p o s i t  p r o v i s i o n  m a y  d e c r e a s e  r e n t  b e c a u s e  u n c e r t a i n t y  s u r r o u n d i n g  lease 
p a y m e n t s  is r e d u c e d .  C o v e n a n t s  w h i c h  p r e v e n t  t h e  lease  f r o m  b e i n g  a s s i g n e d  wil l  
d e c r e a s e  t h e  l a n d l o r d ’s u n c e r t a i n t y  a n d ,  t h e r e f o r e ,  wil l  r e d u c e  r e n t .  T h e  l a n d l o r d  
c h a r g e s  h i g h e r  r e n t  as  t h e  t e n a n t ' s  o p e r a t i o n a l  e x p e n s e  a l l o w a n c e  inc reases .  
H i g h e r  r e n t  c o m p e n s a t e s  t h e  l a n d l o r d  f o r  t h e  d e c r e a s e d  p r o b a b i l i t y  o f  r e c e i v i n g  
a d d i t i o n a l  r e n t  f r o m  a g r e a t e r  o p e r a t i o n a l  e x p e n s e  a l l o w a n c e .  A c o n s t r u c t i o n  
d e l a y  r e l e a s e  l o w e r s  r i sk  f o r  t h e  t e n a n t ,  b u t  ra i se s  r isk  f o r  t h e  l a n d l o r d ,  so 
a d d i t i o n a l  r e n t  is c h a r g e d .  L a n d l o r d s  g r a n t  r e n t a l  d i s c o u n t s  in e x c h a n g e  f o r  
r e c e i v i n g  t h e  r i g h t  to  r e l o c a t e  a t e n a n t .  T h u s ,  c o n t r a c t i n g  c o n s i d e r a t i o n s  a re  
i m p o r t a n t  d e t e r m i n a n t s  o f  o f f i c e  lease s t r u c t u r e .
C H A P T E R  5
S U M M A R Y ,  MAIN R E S U L T S ,  AND F U T U R E  RE SEA R C H
I. S u m m a r y
T h i s  d i s s e r t a t i o n  a d d s  to the  f i n a n c i a l  c o n t r a c t i n g  l i t e r a t u r e  by 
d e m o n s t r a t i n g  t h a t  the  r e s o l u t i o n  o f  c o n t r a c t i n g  issues  a s so c i a te d  w i th  the  
a l l o c a t i o n  o f  r i sks  a n d  th e  m i n i m i z a t i o n  o f  o p p o r t u n i s t i c  b e h a v i o r  i n f l u e n c e s  the  
s t r u c t u r e  o f  r e t a i l  a n d  o f f i c e  leases,  i n c l u d in g  c o v e n a n t s  a n d  o t h e r  p rov is ions .  In 
C h a p t e r  2, b a c k g r o u n d  l i t e r a t u r e  on s h o p p in g  c e n te r s ,  o f f i c e  b u i ld i n g s ,  leases,  a n d  
p r i o r  r e l a t e d  w o r k  was p r e s e n te d .  C h a p t e r  3 c o n t a i n e d  a r e v i e w  o f  c o n t r a c t i n g  
issues  in r e t a i l  a n d  o f f i c e  lea s ing  a lo n g  w i th  a n  a n a ly s i s  o f  the  r e s o l u t i o n  o f  these  
d i f f i c u l t i e s  by lease p rov is ions .  T e s ta b l e  h y p o t h e s e s  r e g a r d i n g  the  a l l o c a t i n g  o f  
r i sks  a n d  the  m i n i m i z a t i o n  o f  o p p o r t u n i s t i c  b e h a v i o r  by lease p ro v i s i o n s  were  
p r o p o s e d  f o r  bo th  r e t a i l  a n d  o f f i c e  leases. C h a p t e r  4 i n t r o d u c e d  a r e n t a l  m u l t i p l e  
reg re s s ion  e q u a t i o n  w h i c h  uses R o s e n ’s [1974] w e l l - k n o w n  t h e o r y  o f  h e d o n i c  p r ice  
e s t i m a t io n .  T h e  m u l t i p l e  r eg re s s ion  e q u a t i o n  w as  u t i l i z e d  on tw o  o r ig i n a l  d a t a  sets 
to e x a m i n e  the  e c o n o m i c  im p a c t  o f  s p e c i f i c  lease p r o v i s io n s  on ren t .  T h e  s h o p p in g  
c e n t e r  d a t a  set c o n t a i n e d  103 r e t a i l  lease o b s e rv a t io n s .  T h e  s h o p p in g  c e n te r s  were  
s e le c te d  b e c a u s e  t h e y  m i n i m i z e  s p a t i a l  a n d  l o c a t io n a l  v a r i a t i o n  a m o n g  the  r e ta i l  
spaces .  T h e  s h o p p in g  c e n te r s  a r e  n e i g h b o r h o o d  a n d  c o m m u n i t y  s h o p p i n g  c e n te r s  
w h i c h  a r c  all o f  s t r i p  des ign  a n d  a re  loca ted  w i t h i n  a t h r e e  mile  r a d i u s  in the 
s a m e  g e o g r a p h i c  a r e a  o f  a c i ty .  F u r t h e r ,  the o pe n  a i r  s h o p p i n g  c e n t e r s  a re  
c o m p a r a b l e  in size,  a r c h i t e c t u r e ,  o c c u p a n c y ,  a n d  a m e n i t i e s .  C h a p t e r  4 a lso gives  
the  resu l t s  f r o m  the r e t a i l  lease r eg re s s ions  a n d  f u r n i s h e s  e v i d e n c e  th a t  
c o n t r a c t i n g  issues  a r e  i m p o r t a n t  in d e t e r m i n i n g  h o w  s h o p p i n g  c e n t e r  l a n d l o r d s  a n d  
t e n a n t s  se lec t  w h a t  p r o v i s i o n s  to i n c l u d e  in teases. T h e  o f f i c e  lease d a t a  set 
i n c l u d e d  322 o f f i c e  leases  fo r  c lass  B o f f i c e  space. T h e  o f f i c e  b u i l d i n g s  were
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cho s en  be c ause  t h e y  r e d u c e  the  s p a t i a l  a n d  lo c a t io n a l  v a r i a t i o n  a m o n g  the  o f f i c e  
spaces .  T h e  o f f i c e  s pace  is s i t u a t e d  in f iv e  m u l t i t e n a n t  b u i l d i n g s  t h a t  a re  
s i m i l a r l y  l oca ted  in a p r o m i n e n t  p a r t  o f  t h e  c i t y  w i t h i n  a q u a r t e r  mile  r a d i u s  of  
e a ch  o th e r .  T h e  o f f i c e  b u i l d i n g s  a r e  c o m p a r a b l e  in s ize,  n u m b e r  o f  f loors ,  
a r c h i t e c t u r e ,  o c c u p a n c y ,  a n d  a m e n i t i e s .  T h e  h e d o n i c  r e n t a l  e q u a t i o n  i n d i c a t e d  
th a t  t h e  l e s se n ing  o f  c o n t r a c t i n g  p r o b le m s  a s so c i a te d  w i th  the  o f f i c e  lease process  
is i m p o r t a n t  in d e t e r m i n i n g  how  l a n d l o r d s  a n d  t e n a n t s  s t r u c t u r e  leases.
2. Main Resul ts
T h i s  d i s s e r t a t i o n  c o n f i r m s  t h a t  lessors  a n d  lessees o f  r e t a i l  a n d  o f f i c e  space  
va lue  c o n t r a c t u a l  p ro v i s i o n s  c o n t a i n e d  in leases.  A l t h o u g h  the  r e s u l t i n g  im pl ic i t  
p r ice  e q u a t i o n  f o r  r e t a i l  a n d  o f f i c e  r en t s  docs  not  p r o v i d e  d i r e c t  i n f o r m a t i o n  
a b o u t  t h e  m o t i v a t i o n s  o f  lessors a n d  lessees,  the  h e d o n i c  p r ic e  e q u a t i o n  docs 
d u p l i c a t e  the e q u i l i b r i u m  g e n e r a t e d  by p r o d u c e r  ( le ssor)  a n d  c o n s u m e r  ( lessee) 
w e l f a r e  m a x i m i z a t i o n .  T h e  r e ta i l  a n d  o f f i c e  lease h e d o n i c  p r i c e  reg re ss ions  
i n d i c a t e  t h a t  lessors  c h a r g e  a n d  lessees a r e  w i l l i n g  to pay  r e n t a l  p r e m i u m s  or  
d i s c o u n t s  f o r  c e r t a i n  lease p rov is ions .  T h i s  o u t c o m e  has i m p o r t a n t  im p l i c a t i o n s  
f o r  m ode l s  o f  leases. M ode ls  o f  leases s h o u ld  i n c l u d e  or  a c c o u n t  f o r  the  im p a c t  o f  
those c o n t r a c t u a l  p r o v i s io n s  w h i c h  m ay  i m p a c t  the  n o m i n a l  lease r a t e . 187
3. Future Research
F u t u r e  r e s e a rc h  to ga in  g r e a t e r  k n o w l e d g e  a h o u t  the  c o m m e r c i a l  l eas ing  
p rocess  a n d  the  v a l u a t i o n  o f  c e r t a i n  lease p r o v i s io n s  w o u l d  i n c l u d e  the  co l l ec t ion  
o f  n e w  la r g e r  d a t a  sets o f  r e t a i l  an d  o f f i c e  leases. T h e  g a t h e r i n g  o f  a s u b s t a n t i a l  
r e ta i l  lease d a t a  set (.100 - 500 o b s e rv a t io n s )  f r o m  c lose ly  lo c a t e d  a n d  c o m p a r a b l e  
r e g io n a l  mal ls  w o u ld  a l l o w  f o r  a m ore  c o m p le te  i n v e s t i g a t io n  o f  th is  d i s s e r t a t i o n ’s 
h ypo these s .  T h e  e f f e c t s  o f  p ro v i s i o n s  in t h i s  d i s s e r t a t i o n ’s m o d e l  c o u ld  be rc-
187T h c  f e w  lease p ro v i s i o n s  t h a t  p r i c e  in to  t h i s  d i s s e r t a t i o n ’s m o d e l s  on ly  
h in t  a t  the  p r o v i s i o n  p r i c i n g  w h ic h  is poss ib le ,  g iven  the  m u l t i t u d e  o f  p ro v i s io n s  
th a t  ex i s t  in l ea s ing  c o n t r a c t s .
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e x a m i n e d  w i t h  t h e  n e w  r e t a i l  d a t a  set  t o g e th e r  w i th  the  c o n s e q u e n c e s  o f  o t h e r  
p ro v i s i o n s  no t  s t u d i e d  such  as  lessee c a n c e l l a t i o n  r ig h t s ,  a n t i - c o m p e t i t i o n  clauses  
such  as  c o v e n a n t s  p r e v e n t i n g  o t h e r  s tores  o f  the  s a m e  type  f r o m  o p e r a t i n g  in the  
mal l ,  a n d  n o n - c o m p e tc  r e s t r i c t i o n s  such as  the  p r o h i b i t i o n  o f  the  t e n a n t ’s 
o p e r a t i o n  o f  a n o t h e r  bus in ess  w i t h i n  a c e r t a i n  r a d iu s .  In a d d i t i o n ,  the 
c o n c e n t r a t i o n  o f  low base  r en t  a n d  high  p e r c e n ta g e  r en t  w i th  c e r t a i n  s to re  leases 
impl ie s  t h a t  p r e d i c t a b l e  c ro s s - sec t iona l  d i f f e r e n c e s  in leases  based  u p o n  s to re  type  
a n d / o r  c l a s s i f i c a t i o n  exis t .  T h u s ,  w i t h  a d e q u a t e  r e t a i l  lease o b s e r v a t i o n s  a p r o b i t  
c h o ic e  m odel  c o u ld  be d e v e lo p e d  w h e r e  the  t r a d e - o f f  b e tw e e n  base  a n d  p e r c e n ta g e  
r e n t  c o u ld  be e x p l a i n e d  by i n d e p e n d e n t  v a r i a b l e s  c o v e r i n g  s p a t i a l  a n d  lessee 
c h a r a c t e r i s t i c s ,  c o n t r a c t u a l  p r o v i s io n s ,  a n d  m a r k e t  c o n d i t i o n s .  Also,  the  e f f e c t s  o f  
s to re  lo c a t io n  w i t h i n  a mal l  or s h o p p i n g  c e n te r  cou ld  be r e s e a rc h e d .  Fo r  e x a m p le ,  
docs l o ca t io n  on th e  m a i n  c o r r i d o r  h a v e  g r e a t e r  r e n t  t h a n  a n o t h e r  s i te  w i th  lower  
p e d e s t r i a n  f l o w ?
To f u r t h e r  e v a l u a t e  the  e f f e c t s  o f  c o n t r a c t i n g  p ro v i s i o n s  on the  v a lu e  o f  
o f f i c e  leases,  n e w  o f f i c e  m a r k e t  d a t a  cou ld  be co l lec ted .  T h e  a s s e m b l i n g  o f  lease 
i n f o r m a t i o n  f r o m  20 to 30 m u l t i t c n a n t  o f f i c e  b u i l d i n g s  s i t u a t e d  in a C B D  would  
a l l o w  the  use o f  o v e r  f iv e  h u n d r e d  leases. T h e  e f f e c t s  o f  lease p r o v is ions  
i n c l u d e d  in th i s  d i s s e r t a t i o n ’s o f f i c e  lease m odel  c o u ld  be r e - e x a m i n e d  a lo n g  wi th  
o t h e r  p r o v i s io n s  such  as the  lessee’s op t ion  to r e n e w ,  e x p a n d ,  c a n ce l ,  or  h a v e  a 
r i g h t  o f  f i r s t  r e fu sa l .  F u r t h e r ,  i f  e n o u g h  o f f i c e  leases  w i t h  o p t io n s  to r e n e w  were  
c o l l e c t e d  then  a model  fo r  v a l u i n g  th e  o p t io n  to r e n e w  c o u ld  be d e v e lo p e d .
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A P P E N D I X  I
In t h i s  a p p e n d i x  n u m e r o u s  m u l t i p l e  r e g r e s s i o n  e q u a t i o n s  a r e  e s t i m a t e d  w i t h  
t h e  r e t a i l  a n d  o f f i c e  tease d a t a  sets. Base o r  f i x e d  r e n t  is the  d e p e n d e n t  v a r i a b l e  
a n d  v a r i o u s  s p a t i a l  a n d  lessee c h a r a c t e r i s t i c s  a n d  lease p r o v i s i o n s  a r c  the  
i n d e p e n d e n t  v a r i a b l e s .  A d d i t i o n a l l y ,  a l t e r n a t i v e  f u n c t i o n a l  f o r m s  a n d  the  
n o r m a l i t y  o f  t h e  m u l t i p l e  r e g r e s s io n  r e s i d u a l  a r c  i n v e s t i g a t e d .  S e c t io n  I d i sc u s s e s  
T a b l e s  A-I w h i c h  e m p l o y  th e  r e t a i l  lease d a t a  set ,  w h i l e  S e c t i o n  II r e v i e w s  T a b l e s
J-S w h i c h  use t h e  o f f i c e  lease d a t a  set.
I. R e ta i l  C orre la t ion  Matr ix  and Regress ions
T a b l e  A s h o w s  th e  c o r r e l a t i o n  m a t r i x  f o r  t h e  f i n a l  r e t a i l  r e n t  m u l t i p l e  
r e g r e s s i o n  ( T a b l e  4 in C h a p t e r  4) .188 All  P e a r s o n  c o r r e l a t i o n  c o e f f i c i e n t s  as
g e n e r a t e d  by  SAS a rc  less t h a n  .60. F u r t h e r m o r e ,  o f  t h e  91 i n d e p e n d e n t  v a r i a b l e
c o r r e l a t i o n  c o e f f i c i e n t s ,  o n l y  6 a r e  g r e a t e r  t h a n  .40. C o l l i n e a r i t y  a p p e a r s  n o t  to  be 
a p r o b l e m  w i t h  t h e  i n d e p e n d e n t  v a r i a b l e s  used  in the  f i n a l  r eg re s s io n .
T a b l e  B i n d i c a t e s  a se r ie s  o f  m u l t i p l e  r e g r e s s io n s  in w h i c h  d i f f e r e n t  g r o u p s  
o f  i n d e p e n d e n t  v a r i a b l e s  a r e  a d d e d  o n e  g r o u p  pe r  r e g r e s s io n .  E L P  is t h e  f i r s t  
g r o u p  a d d e d ,  f o l l o w e d  by  c o v e n a n t s ,  c o n t i n g e n c i e s ,  lessee c h a r a c t e r i s t i c s ,  s p a t i a l  
c h a r a c t e r i s t i c s ,  a n d  lease te rms.  T h e  s igns  o f  the  c o e f f i c i e n t s  a r c  c o n s i s t e n t  
t h r o u g h o u t  t h e  scr ies ,  b u t  t h e  c o e f f i c i e n t s  f o r  R E N E W ,  R N T C O N ,  a n d  C A N B Y L  
a r c  no t  s i g n i f i c a n t  in t h e  e a r l y  r e g r e s s io n s  o f  t h e  sc r i es .  N e v e r t h e l e s s ,  all  
c o e f f i c i e n t s  a r e  s i g n i f i c a n t  in the  f i n a l  tw o  reg res s ions .
T a b i c  C  r e v e a l s  a s e n s i t i v i t y  a n a l y s i s  by D e l ta  o r  r a t e  o f  a s se t  a p p r e c i a t i o n  
f o r  t h e  s h o p p i n g  c e n te r s .  M c C o n n e l l  a n d  S c h a l l h e i m ’s [1983]  r c d u c c d - f o r m
t SfiT h e s e  v a r i a b l e s  a r c  a lso  u sed  fo r  t h e  r e g r e s s i o n  in T a b l e  5 a n d  in the 
r e t a i l  lease r e g r e s s i o n s  in t h i s  a p p e n d i x ,
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m e t h o d o lo g y  f o r  e s t i m a t i n g  E L P  r e q u i r e s  an  e s t i m a t e  f o r  the  y e a r l y  a p p r e c i a t i o n  
o f  the  asset.  A 6% r a t e  o f  a p p r e c i a t i o n  w a s  used in t h e  f i n a l  m odel  a n d  was  based  
upon  a v e r a g e  y e a r l y  h i s to r i c  in c re a s e s  in p r o p e r t y  v a lu e  w h i c h  is c o n s i s t e n t  wi th  
the  l a n d l o r d ’s e x p e c t a t i o n s  r e g a r d i n g  f u t u r e  a p p r e c i a t i o n .  A l t h o u g h  t h e r e  ex is t s  
d e p r e c i a t i o n  in t e rm s  o f  w e a r  a n d  t ea r  a n d  obso le scence ,  t h e  a p p r e c i a t i o n  
r e p r e s e n t s  a r ise  in v a lue  in excess  o f  the  d e p r e c i a t i o n .  N e v e r th e le s s ,  a s e n s i t iv i ty  
a n a ly s i s  w i t h  r e s p e c t  to  d i f f e r e n t  a p p r e c i a t i o n  ra t e s  is p r o v i d e d  in T a b le  C. 
A p p r e c i a t i o n  r a t e s  o r  De l ta s  r a n g e  f r o m  .01 to .11 w i th  .06 r e p r e s e n t i n g  the 
a p p r e c i a t i o n  r a t e  in the  f i n a l  r eg ression .  T h e  c o e f f i c i e n t s  f o r  al l  v a r i a b l e s  in the 
reg re s s ions  h a v e  the  sam e  s igns  a n d  r e m a i n  s i g n i f i c a n t  o v e r  the  r ange .  T h u s ,  lease 
p r o v i s io n s  a n d  s p a t i a l  a n d  lessee c h a r a c t e r i s t i c s  h a v e  c o e f f i c i e n t  va lue s  w h i c h  a re  
f a i r l y  i n d e p e n d e n t  o f  c h a n g e s  in a p p r e c i a t i o n  a n d  ELP.
T a b l e  D d e m o n s t r a t e s  a s e n s i t iv i ty  a n a ly s i s  by the  r i s k - f r e e  d i s c o u n t  ra te  
used  to g e n e r a t e  ELP. For  the  f i n a l  model ,  E L P  e m p loys  a d i s c o u n t  r a t e  o f  .13. 
H o w e v e r ,  a l l  c o e f f i c i e n t  s igns a n d  s i g n i f i c a n c e  a r e  c o n s i s t e n t  as the  d i s c o u n t  ra te  
r a n g e s  f r o m  .10 to .16. N e v e r th e le s s ,  the  e s t i m a t e  o f  E L P  c h a n g e s  o v e r  the  range .  
T h u s ,  lease p r o v is ions ,  lessee c h a r a c t e r i s t i c s ,  a n d  s p a t i a l  c h a r a c t e r i s t i c s  a re  
v a l u a b l e  a t  d i f f e r e n t  d i s c o u n t  r a t e s  a n d  e s t i m a t e s  o f  ELP.
T a b le  E di sc loses  e s t i m a t e s  o f  the  h e d o n ic  r e n t a l  e q u a t i o n s  w i t h o u t  the  ELP 
v a r i a b l e .  T h e  f i r s t  r eg re s s ion  (N o  E L P )  d e m o n s t r a t e s  t h a t  m a n y  o f  the
c o e f f i c i e n t s  lose s i g n i f i c a n c e  a n d  c h a n g e  s igns  w h e n  the  E L P  v a r i a b l e  is r em ove d .
If a t im e  t r e n d  v a r i a b l e  is a d d e d  to r e p l a ce  the  lost E L P  v a r i a b l e ,  t h e n  the
c o e f f i c i e n t s  a r c  s ti l l  i n s i g n i f i c a n t  a n d  h a v e  i m p r o p e r  s igns. T h e  R 2 o f  the
e q u a t i o n s  also se v e re ly  d im in i s h .  T h e r e f o r e ,  it a p p e a r s  t h a t  lessors  i n c o r p o r a t e  
e s t i m a t e s  o f  t h e  o p p o r t u n i t y  cost o f  f u n d s  a n d  the  a s se t ’s a p p r e c i a t i o n  or 
d e p r e c i a t i o n  in to  the ren t .
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T a b i c  F  r e p r o d u c e s  the  f i n a l  model  w i th  a d u m m y  v a r i a b l e  f o r  no  late  
p a y m e n t  c h a r g e  ( N O L A T E P A Y ) .  N O L A T E P A Y  has a v a lu e  o f  I i f  no late  
p a y m e n t  c h a rg e s  a r e  p r e s e n t  a n d  zero  o th e rw i s e .  N O L A T E P A Y  r ep la ce s  the 
L A T E P A Y  v a r i a b l e  in the  f i r s t  model  a n d  is i n s i g n i f i c a n t ,  a l t h o u g h  c o r r e c t l y  
s igned .  T h u s ,  t h e  d o l l a r  a m o u n t  o f  the  la te  p a y m e n t  c h a rg e s  a lo n g  w i th  the 
p r e s e n c e  o f  t h e  c h a rg e s ,  s e rves  to de c re a s e  l a n d l o r d  u n c e r t a i n t y  a n d  low er  rent .
T a b l e  G  c o n t a i n s  e s t i m a t e d  h e d o n ic  e q u a t i o n s  o f  r e t a i l  r e n t  u s ing  tw o  n o n ­
l i n e a r  f u n c t i o n a l  fo rm s .  B r e n n a n ,  C a n n a d a y ,  a n d  C o lw e l l  [1984] a n d  H o u g h  an d  
K r a t z  [1983]  sugges t  the  use o f  n o n - l i n e a r  f u n c t i o n a l  f o r m s  f o r  r e n t  e s t im a t io n .  
T h e  semi- log  a n d  q u a d r a t i c  f u n c t i o n a l  f o r m s  p r o v i d e  c o e f f i c i e n t  e s t im a te s  t h a t  are  
c o n s i s t e n t  w i t h  t h e  c o e f f i c i e n t  e s t im a te s  g e n e r a t e d  by the  f i n a l  model .  In 
a d d i t i o n ,  t h e  q u a d r a t i c  f u n c t i o n a l  f o r m  has a s q u a r e  f ee t  l eased  s q u a r e d  v a r i a b l e
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( S Q F T  ) w h ic h  i n d i c a t e s  t h a t  the  r e n t a l  d i s c o u n t  f o r  g r e a t e r  s q u a r e  f ee t  increases  
a t  a n  i n c r e a s i n g  ra te .  Thus ,  as the  size o f  the  leased space  ge ts  l a rge r ,  base  r en t  
de c l i n e s  a t  a n  i n c r e a s i n g  rate .  T h i s  m ay  o c c u r  be c ause  t h e r e  ex is t  f i x e d  costs  such 
as n e g o t i a t i n g  a n d  s e r v i c in g  e x p e n se s  a s s o c i a te d  w i th  e a c h  leased spa ce  a n d  la rge r  
spaces  w o u l d  h a v e  m ore  s q u a r e  f ee t  to sp re a d  the  f i x e d  cost over .  A l t h o u g h  the  
c o e f f i c i e n t  e s t i m a t e s  o f  t h e  n o n - l i n e a r  f u n c t i o n  f o r m s  h a v e  s igns a n d  s i g n i f i c a n c e  
c o n s i s t e n t  w i th  t h e  l i n e a r  f u n c t i o n a l  f o r m ,  they  do  not  p r o v i d e  a d o l l a r  va lue  
e s t i m a t e  f o r  t h e  p r e s e n c e  o f  a c e r t a i n  lease p r o v i s i o n  or  c h a r a c t e r i s t i c .  F u r t h e r ,  
t h e r e  is no reason  to t h i n k  or  t h e o r y  to suggest  t h a t  the  use o f  a n y  o t h e r  model  
v a r i a b l e s  ( o u t s id e  o f  the s q u a r e  f e e t  leased v a r i a b l e )  w o u ld  r e q u i r e  a n o n - l i n e a r  
f u n c t i o n a l  f o rm .  For  these  r easons ,  the  l i n e a r  f u n c t i o n a l  f o r m ,  as  used in the 
f i n a l  model ,  a p p e a r  to be b e t t e r  s u i t e d  f o r  d e m o n s t r a t i n g  th e  d o l l a r  v a lue  im pac t  
o f  lease p ro v i s i o n s  on n o m i n a l  lease rates .
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T a b l e  H show s  a p lo t  o f  p r e d i c t e d  r e t a i l  base  r e n t  by a c t u a l  r e t a i l  base r en t  
( T O T P S F ) .  T h e  p lo t  a p p e a r s  to be l in e a r  w i t h  r a n d o m l y  s c a t t e r e d  po in t s  w h i c h  
i n d i c a t e  t h a t  the  h e d o n i c  e q u a t i o n  f a i r l y  r e p r e s e n t s  a c t u a l  base ren t .
T a b i c  I p r e s e n t s  the  n o r m a l i t y  tes ts  f o r  the  r e s i d u a l s  t h a t  w e r e  p r o d u c e d  by 
the  f i n a l  r e t a i l  r e n t  m u l t i p l e  reg re ss ion .  T h e  n o r m a l i t y  tes ts  w e r e  g e n e r a t e d  by 
the  Proc  U n i v a r i a t e  p r o c e d u r e  c o n t a i n e d  w i t h i n  SAS. T h e r e  ex is t s  i n s u f f i c i e n t  
e v i d e n c e  to r e j e c t  r e s i d u a l  n o r m a l i t y  w i th  a p -v a lu e  o f  >.082 f o r  the  s t a n d a r d  
n o r m a l i t y  tes t ,  the  s tem  a n d  l e a f  p lo t  a p p e a r i n g  n o r m a l ,  the  n o r m a l  p r o b a b i l i t y  
p lo t  lo o k in g  l in e a r ,  a n d  r e a s o n a b le  ske w ne ss  a n d  k u r to s i s  tests. T h u s ,  the  r e s id u a l s  
seem to be n o r m a l ly  d i s t r i b u t e d .
II.  O f f i c e  C o r r e l a t i o n  M a t r i x  an d  R eg re s s io n s
T a b i c  J c o n t a i n s  the  c o r r e l a t i o n  m a t r i x  f o r  the  f i n a l  o f f i c e  r e n t  m u l t i p l e  
reg re s s ion  ( T a b le  7 in C h a p t e r  4) .189 T h e  P e a r s o n  c o r r e l a t i o n  c o e f f i c i e n t s  f o r  the  
i n d e p e n d e n t  v a r i a b l e s  w h i c h  a re  g e n e r a t e d  by SAS, d i sc lose  t h a t  a ll  t h e  c o r r e l a t i o n  
c o e f f i c i e n t s  a re  less t h a n  .62. A d d i t i o n a l l y ,  o f  t h e  78 i n d e p e n d e n t  v a r i a b l e  
c o r r e l a t i o n  c o e f f i c i e n t s  on ly  7 a r c  g r e a t e r  t h a n  .40. C o l l i n c a r i t y  a p p e a r s  to be 
m i n i m a l  w i th  the  i n d e p e n d e n t  v a r i a b l e s  used in the  f i n a l  model .
T a b l e  K revea ls  a ser i es  o f  m u l t i p l e  r egress ion .  T h e  d i f f e r e n t  g ro u p s  o f  
i n d e p e n d e n t  v a r i a b l e s  a r e  a d d e d  one  g r o u p  p e r  regression .  E L P  is t h e  f i r s t  g r o u p  
a d d e d ,  f o l l o w e d  by c o v e n a n t s ,  c o n t i n g e n c i e s ,  lessee c h a r a c t e r i s t i c s ,  spa t i a l  
c h a r a c t e r i s t i c s ,  a n d  lease terms.  T h e  s igns o f  the  c o e f f i c i e n t s  f o r  t h e  i n d e p e n d e n t  
v a r i a b l e s  a r c  in a g r e e m e n t  t h r o u g h o u t  the  scr ies.  H o w e v e r ,  in the  ea r ly  
r eg re s s ions  the  c o e f f i c i e n t s  f o r  D E P O S IT ,  O P E R A L L ,  D E L A Y ,  a n d
189T h c s c  v a r i a b l e s  a rc  a lso  used  f o r  the  reg re s s ion  in T a b l e  8 a n d  in the 
o f f i c e  lease r eg re s s io n s  in th is  a p p e n d ix .
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R E L O C A T I O N  a rc  not  a l w a y s  s i g n i f i c a n t .  N o t w i t h s t a n d i n g ,  a l l  c o e f f i c i e n t s  are  
s i g n i f i c a n t  in the  f i n a l  model .
T a b l e  L shows  a s e n s i t i v i t y  a n a ly s i s  by th e  D e l ta  or  r a t e  o f  a p p r e c i a t i o n  
f o r  the  o f f i c e  bu i ld in g s .  A p p r e c i a t i o n  r a t e s  r a n g e  f r o m  .01 to .08, w i th  .04 be ing  
the  a p p r e c i a t i o n  r a t e  se lec ted  f o r  the  f i n a l  model .  It is n o t e d  t h a t  the  
a p p r e c i a t i o n  r a t e  fo r  o f f i c e  b u i ld i n g s  is less t h a n  t h a t  o f  s h o p p in g  c e n te r s  f o r  a 
s i m i l a r  t im e  p e r i o d  a n d  locale.  T h i s  is b e c au s e  the  d e m a n d  f o r  r e t a i l  s pace  was 
g r e a t e r  t h a n  o f f i c e  spa ce  ( a n d  is e x p e c t e d  to be g r e a t e r )  so as  to cause  f u t u r e  
e s t i m a t e s  o f  v a lu e  a p p r e c i a t i o n  to be s l i g h t ly  g r e a t e r .  As w i th  the  r e t a i l  lease 
s e n s i t i v i t y  a n a ly s i s  by De l ta ,  the  c o e f f i c i e n t s  f o r  all v a r i a b l e s  in t h e  r eg re ss ions  
h a v e  th e  sam e  s igns  a n d  r e m a in  s i g n i f i c a n t  o v e r  t h e  r ange .  T h e r e f o r e ,  lease 
p r o v i s io n s  a n d  s p a t i a l  a n d  lessee c h a r a c t e r i s t i c s  h a v e  c o e f f i c i e n t  va lue s  w h i c h  a rc  
f a i r l y  r e s i l i e n t  to c h a n g e s  in asset  a p p r e c i a t i o n  r a t e  a n d  ELP.
T a b l e  M p res e n t s  a s e n s i t i v i t y  a n a ly s i s  by the  d i s c o u n t  ra t e  used  to 
g e n e r a t e  ELP .  T h e  f i n a l  o f f i c e  lease reg re s s ion  e m p lo y s  a d i s c o u n t  ra t e  of  .13. As 
w i th  t h e  r e t a i l  d a t a  set,  a l l  c o e f f i c i e n t  s igns  a n d  s i g n i f i c a n c e  a r e  c o n s i s t e n t  over  
the  range .
T a b l e  N disc loses  t h r e e  s e p a r a t e  r eg re s s ions  based  upon  o f f i c e  lease 
o b s e r v a t i o n s  s e g m e n t e d  by d e f a u l t  r isk.  T h e  a b o v e  on ly  reg re s s io n  r ep re s en t s  
those o b s e r v a t i o n s  w i th  a b o v e  o n l y  d e f a u l t  r isk.  S i m i l a r ly ,  A V G T N T  on ly  an d  
n e i t h e r  a b o v e  no r  A V G T N T  reg res s ions  c o n t a i n  a v e r a g e  d e f a u l t  a n d  n e i t h e r  ab o v e  
n o r  a v e r a g e  d e f a u l t  r isk  t e n a n t s ,  r e spe c t ive ly .  T h e  s igns  o f  the  c o e f f i c i e n t  a r e  in 
a g r e e m e n t  f o r  t h e  t h r e e  r egress ions ,  b u t  the  D E P O S I T ,  N A S S I G N ,  D E L A Y ,  and  
R E L O C A T I O N  c o e f f i c i e n t s  a r e  not  a lw a y s  s i g n i f i c a n t .  T h u s ,  lease p ro v is io n  
p r i c i n g  a p p e a r s  to ex is t  e v e n  i f  t e n a n t s  a r e  s e g re g a te d  i n to  d i f f e r e n t  r isk g roups.
T a b l e  O p r o v i d e s  the  e s t im a te s  o f  the  f i n a l  r eg re s s io n  w i t h o u t  the  ELP 
v a r i a b l e .  A t im e  t r e n d  v a r i a b l e  (L S M T H )  is a d d e d  to one reg re ss ion .  Seve ra l  o f
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t h e  c o e f f i c i e n t s  lose s i g n i f i c a n c e  a n d  c h a n g e  s igns ,  i n d i c a t i n g  t h a t  a v a r i a b l e  
r e p r e s e n t i n g  t he  l e s s o r ’s o p p o r t u n i t y  cos t  o f  f u n d s ,  a l o n g  w i t h  the a s s e t ’s 
a p p r e c i a t i o n  o r  d e p r e c i a t i o n ,  is n e e de d .
T a b l e  P p r e s e n t s  t he  f i n a l  mode l  w i t h  d u m m y  v a r i a b l e s  f o r  no s e c u r i t y  
d e p o s i t  ( N O D E P O S I T )  a n d  no  o p e r a t i o n a l  e x p e n s e  a l l o w a n c e  ( N O O P E R A L L ) .  T h e  
s e c u r i t y  d e p o s i t  ( D E P O S I T )  a n d  o p e r a t i o n a l  e x p e n s e  a l l o w a n c e  ( O P E R A L L )  
v a r i a b l e s  a r e  e x p r e s s e d  in do l l a r s .  T h e  N O O P E R A L L  v a r i a b l e  ha s  t he  c o r r e c t  s ign 
b u t  is n o t  s i g n i f i c a n t ,  i n d i c a t i n g  t h a t  lessors  v a l u e  t he  d o l l a r  a m o u n t  a l o n g  w i t h  
t he  p r e s e n c e  o f  t he  a l l o w a n c e .  N O D E P O S I T  is s i g n i f i c a n t ,  a l t h o u g h  the 
c o e f f i c i e n t  is less in a b s o l u t e  t e r m s  t h a n  t h e  D E P O S I T  c o e f f i c i e n t .
T a b l e  Q  d i sc l oses  e s t i m a t e d  h e d o n i c  e q u a t i o n s  o f  o f f i c e  r e n t  g e n e r a t e d  by 
t w o  n o n - l i n e a r  f u n c t i o n a l  f o rms .  T h e  c o e f f i c i e n t  e s t i m a t e s  o f  t h e  s emi - l og  a n d  
q u a d r a t i c  f u n c t i o n a l  f o r m  a r c  in a g r e e m e n t  w i t h  t he  e s t i m a t e s  o f  t he  f i n a l  mode l  
in t e r m s  o f  s ign  a n d  s i g n i f i c a n c e .  As  w i t h  t he  r e t a i l  l ease  q u a d r a t i c  f o r m  
c o e f f i c i e n t  e s t i m a t e  f o r  t he  s q u a r e  f e e t  l ea s ed  s q u a r e d  v a r i a b l e ,  t h e  o f f i c e  l ease 
q u a d r a t i c  f o r m  c o e f f i c i e n t  e s t i m a t e  f o r  ( S Q F T  ) r e v e a l s  t h a t  t he  r e n t a l  d i s c o u n t  
f o r  g r e a t e r  s q u a r e  f ee t  i n c r e a s e s  a t  a n  i n c r e a s i n g  ra te .  T h u s ,  o f f i c e  r e n t  d e c r e a s e s  
a t  a n  i n c r e a s i n g  r a t e  w i t h  g r e a t e r  size.  L o w e r  f i x e d  cos t s  o f  l e a s i ng  pe r  s q u a r e  
f oo t  m a y  e x p l a i n  w h y  l o w e r  r e n t s  a r e  o b s e r v e d .  N e v e r t h e l e s s ,  t he  l i n e a r  f u n c t i o n  
f o r m ,  as  used  in t he  f i n a l  mo d e l ,  d e m o n s t r a t e s  t he  d o l l a r  v a l u e  i mp a c t  o f  
p r o v i s i o n s  on  n o m i n a l  l ease  r a t e s  so t h a t  i ts use  is p r e f e r r e d  o v e r  t he  s emi - l og  a n d  
q u a d r a t i c  f u n c t i o n a l  f o r m s .  A d d i t i o n a l l y ,  t h e r e  is no r e a s o n  to t h i n k  o r  t h e o r y  to 
s ugge s t ,  a s i d e  f r o m  t he  s q u a r e  f e e t  l ea sed  v a r i a b l e ,  t h a t  a n y  m o d e l  v a r i a b l e  
ne c e s s i t a t e s  e m p l o y m e n t  o f  a n o n - l i n e a r  f u n c t i o n a l  f o r m.
T a b l e  R  r e ve a l s  a p lo t  o f  p r e d i c t e d  o f f i c e  r e n t  by  a c t u a l  o f f i c e  r e n t  
( T O T P S F ) ,  T h e  p l o t  looks  l i ke  a s t r a i g h t  l i ne  w i t h  r a n d o m  p o i n t s  s c a t t e r e d  a r o u n d  
it w h i c h  i n d i c a t e s  t h a t  t he  h e d o n i c  e q u a t i o n  f a i r l y  r e p r e s e n t s  a c t u a l  o f f i c e  r en t .
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T a b l e  S g i ves  t he  n o r m a l i t y  tests f o r  t he  r e s i d u a l s  g e n e r a t e d  by t he  f i n a l  
o f f i c e  r e n t  m u l t i p l e  r eg r e s s i on .  T h e  n o r m a l i t y  t es t s  w e r e  p r o d u c e d  by t h e  Pr oc  
U n i v a r i a t e  p r o c e d u r e  o f  SAS.  Bas ed  u p o n  t he  r esu l t s  o f  t he  n o r m a l i t y  t ests,  t h e r e  
ex i s t s  no e v i d e n c e  to r e j e c t  n o r m a l i t y  o f  t h e  r es i dua l s .  T h e  p - v a l u e  f o r  t he  
s t a n d a r d  n o r m a l i t y  tes t  is >.033,  t he  s t e m a n d  l e a f  p l o t  a p p e a r s  n o r m a l ,  t he  n o r m a l  
p r o b a b i l i t y  plot  looks  l i n e a r ,  a n d  r e a s o n a b l e  s k e wn e s s  a n d  k u r t o s i s  t es t s  a r e  
p r e s e n t .  T h e r e f o r e ,  t he  r e s i d u a l s  s eem to be n o r m a l l y  d i s t r i b u t e d .
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TABU 0
Estimated Hedornc Er^ iet'oni of letai! Base tent
*
f a r  a S e n ile  o f 1fl3 Leases
♦e
V a ria b le
P a ria ia te f
E s t ia a te t S t a t i s t i c
P ar w e te r  
E i t t a a te t S t a t i s t i c
Par a n t t e r  
E s t iv a te  t S t l t i l t i c
P t r w t t e r
E m s a t t  t S t a t i s t i c
P a ra a e te r
f  s t i w e e  t S t a t i s t  1c
P a r ^ B te r
E s t t a s te  t
E q j i l i b r i u s  le a s e  »ev— n t (ELPJ M B A. 178 .613 4.175 m 5.631 .976 7.387 1.074 9.135 1.074 9 6*5
le a s e  T e ra s :
Lease t e n s  in  Months llSTEVN) .1*7 ,10  ’ 2.101
S p a tia l  C h a r a c te r i s t ic s :
S quare f e e t  in  Thousands le a s e d  ($OFT> 177 5.195 .102 * 1 3 6
Shopping C en ter 4 (LOC4) .737 1.367 1.183 2,075
L easee C h a r a c te r i s t i c s :
P e rcen t t a r n  Bet oh *edi «n (P tC N Ttl) 1.65* 2 .140 1.495 2.127 1 .*43 2.200
N atio n a l C hain (NTCulN) 7.075* 3 ? 9 6 ■1.58S 2.850 1.1*7 2. *08
lo c a l  Chain u r tu r N ) 1 221 2.272 1.015 2 123 1.076 2 288
Shopper Craw (NAU) 1.162 2*242 1.040 2.282 .758 1 623
Covenants:
Late V ayaant Charges in  SM (lATEMT) 1.03 ■1.768 7.759 1 * 6 0 6-90* ■1,211 -6 .603 1 .510 7.127 1. 7C2
C o n tin g en c tea :
S a le s  B reae p o in t  Wtf (BCTTPSF) .505*11) 2 *.829 .369*10 ^ 3*249 .175*10 * 1 .71* .161*10 2 1.635
Vent E s c a la t io n  (MPTEStl) 1.999 3 .109 1.722 3.147 1.339 2.709 1.006 1.975
V e r n a l  O ption  (VENEU) .195 .379 .*39 .896 .995 2.227 .906 2.058
Vent c o n c e ss io n  <NilCON) .527 .35* t.* 2 0 1.034 1.920 1.570 1.677 1.392
la n d lo rd  C a n c e lla tio n  (CAMVi) .979 .M S t . *30 1.483 1.660 1.935 1 616 1.9*7
C onstan t 4 .942 2,*30 5.075 3 .037 7.9** 1.755 1.6*3 1.131 0.121 , » 7 .115 .08*
? ,1389 .1567 .3*03 .5001 .607* .622
r s t a t i s t i c 17.457 IQ .475 9 .516 10.776 13,1*1 12 986
S o u rc e  B a ta  f r o a  Uv* s t r i p  shopping c e n te r i  in  G reensboro , North C a ro lin a .
See te x t  fo r  deH n»tt< * t of v a r ia b le s .
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TABLE D
S e n s i t i v i t y  A na ly s is  by D u e  own* t a t *  for  Ea ti i aa tad  Hedonic Equation  of  R e t a i l  Baae Rent 
Ufting > 3 * ^ 1 *  of 105 L e i t e t
a*
var i a b la
R ■
P aram eter
E i t r a a t t
.10
t S t a t i s t i c
R •
P araam ter
E a tla a t*
.13
t  s t a t i s t i c
> •
P a r a e t e r
U tim trn
.16
t - S t a t i s t i c
e q u i l ib r iu m  i h u  Payamr.t (CLP) i . m 9.121 1.074 9 143 .767 9 .144
Lease Term*;
la a a a  Term in  Konth* (LSTtRN) ■.146*10 1 2 .2a .147*10 1 ■2.101 .112*10 1 ■1.897
S p a tia l  C h a r a c te r ! a t i c i :
&4 a r t  F ast in  Thousand* Leased (SOFT) -.1 0 7 ■4.288 .102 4 .131 .099 ■4.004
Shopping C an te r 4 (L0C4) 1.123 2 .296 1.181 2.071 1.119 1.971
L n m  C h a ra c te r i s t ic * '.
P e rc e n t l a n t  le lo «  M i n i  (PR CM 1*1) 1 .M 1 2.226 1.481 2.200 1.468 2.179
U t l n l  C hain (RTCKAIM) 1.160 ■2.428 1.147 2.408 1.342 2.400
Local C hain (LCM1N) ■1.092 ■2.121 ■ 1.076 2.288 ■1.066 ■2.267
Shopper Draw (MUU) .740 -1 .184 .718 i .6 a -.774 -1 .656
Covenant*:
L a ta  P ayM n: Charge* in  SN (LATEP4T) -4 .991 1.625 ■7.127 1.702 7.578 1.759
C o n tin g en c ie s :
Sal r t  I r a a C -p o in t PSF (K P1P S F ) .160*10 2 3.614 .161*10 * 1.631 .362*10 * 1.641
P an t E s c a la t io n  (tNTESCL) -1 .015 ■ 1.909 1.006 1.971 ■1.001 ■1.964
Ranewal l o t i o n  (RENEW) .917 2.079 .906 2.018 .901 2.016
Rant co n c ess io n  (tNTCW) 1.780 1.471 1.677 1.192 1.606 1 314
L andlo rd  C a n c e lla tio n  (CAMTL) ■1.614 1.919 1.616 1.947 1.614 -1 .968
C onatan t .287*10 2 .002 .111 .084 .200 -.141
P .6211 .622 .622
F S t i t i i t i c  
■
12.941 12.986 12.988
* * S o u rc t; b e ta  t r e a  f iv e  a t r i p  s le e p in g  c e n te r*  In  S ra anah o ro , n o r th  C a ro lin a .
See t a a t  f o r  d tM m t lo n  of v t r f a b le * .
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E stim ated  Hedonic E l u t i o n s  o t f te ta i l  fta&e S en t w ith  Ho U P v«rt»E>\t
*
Ltting a Sample of 103 L e i t n
V ariab le
Ho ELP
P aram eter
E s tim a te
Ver I ab l e
t i t a t i i l i c
Mo ELP V a ria b le  
Month o f L eete  (L9I1M) Added 
P e r M t e r
E t t i ia a te  t - S t e t i t t i e
E tp.il ib r iL a  l h h  Payaent {ELP)
Lciu lerpe;
Month of L eate  E xecu tion  CLSMTM) .7 3 0 * 1 0 '’ 4.450
L e n t  T ent in  Months USTEW) .591x10 1 -.061 .414*10 ^ .4*6
S p a tia l  C h a r a c te r i s t ic s :
Stpiare Feet in  Thousands Leased (SOFT) -.067 1.918 .081 ■2.543
Shopping C en ter 4 (IOC4) .674 .887 .119 -.170
Leasee O i a r e c t e r i s t i c s :
P e rc e n t Mant le la t  Median (P td fT W ) .153 .056 .612 .715
Netton e l C h u n  (NTCHAIM1 -.0 5 0 1.076 .719 ■1.002
lo c a l  C hain (LCMAtM) 1.528 2.302 .944 -1 .530
S topper Drew (MAW) .505 .7*4 .563 .601
C o v e n n ts :
L a te  Peydent Char p e t in  M  (LATE P a t) .951 .158 4.191 .759
C o n tin g en c ie s ;
Sale* IreeA  p o in t PSF (8KPTPSF) .478*10 2 1 ,416 .511*10 Z 4.012
l e n t  E s c a la t io n  (INTESCL) .414 .577 .912 -1 379
Menewal O ption  {KNEW) .281 .4*9 .545 .614
le n t  c o n c e a l>on (MMTCOM) .851 .500 .219 .144
L andlord  C a n c e lla tio n  (CAMiU) .678 -.573 .324 -.101
C onstan t 11.982 <6.910 8,941 9 .522
? .2394 .1721
f 5 t* t i * t i c
T ------— ----
3 .469 5.117
* ,S ource; Oat* from f iv *  a t r i p  shopp ing  c e n te r*  in  G reensboro , n o r th  C aro lina*
See te a t  fo r  d e f i n i t i o n  of v a r ia b le * .
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TABLE K
Es t im ated  fledomc E ^ a t i o n s  of O f f i c e  Rent
n
for  •  S addle of 532 le a s e s
«•
V a ria b le
P i r t f t t t e r
U t t n t t t - 5 t * [ i i t i c
P a r M t t r r
E t t iM te t S t i t n t i c
P ir m r t tr
f i t i a i t r t - S t  i t i t t i c
Parmiettr
E t t i n t t l i t j t m i c
P t r a a t l t r
E l t i a t t e t  S t t t i i t i c
P a r M t t t r
l i t i a t t * t - S t i i i t t  ic
E q u i l i b r i a  Lease Pavawnt (ELP) .768 6.124 .842 6 ,946 .903 7.526 .822 7.860 ,755 9.167 1.011 12.018
le a s e  T e rns;
Lease Ten* in  Months (LSiEM ) .282 ■7.142
S p ec ia l C h a r a c te r i s t i c s :
S ^ * r e  f e e t  in  Thousands Leased (SOfT) - .OImIO 2 2.862 -.055 1.643
(ey aa n  O ff ic e  Space (KEYMM) 1.793 11.112 1.278 8.750
L essee  C h a r a c te r i s t i c s :
Above A verage Tenant (MOVE) -1 .396 7.276 1.091 7.171 ■1.029 7.261
A verage Tenant (AVGTNT) -.846 -5 .545 .634 5.283 -.598 5.167
O u t-o f S ta te  Tenant (QUTSTATE) .563 3.377 .635 4 .928 .607 5.074
E x is t in g  Tenant ( EJCTMT; .711 5 .455 .267 2.505 .269 2,720
C ovenan ts:
S e c u r i ty  D ep o sit in  t *  (DEPOSIT) .328 ■ 1.978 .081 .340 .178 1.318 .124 ■1.175 .210 ■2.120
Leas* Not A a tip ia b le  (NASStGN) 1,176 4 .9 1 7 .513 2.391 .459 2 .414 .299 2.014 .365 2.645
C o n tin g e n c ie s :
O p e ra tio n a l A U oaanct m  IN (OPCIAU) .056 4.716 .019 1.754 .007 .710 .022 2.519
C orat r u c t io n  D elay R elease  (DELAY) .296 1,719 .046 .29* .286 2.319 .296 2.582
L and lo rd  l e lo c a t io n  (*£LOt*TlOB) 1 318 8 .936 -.916 6 .680 .157 -1 .260 .238 2.054
C onstan t 1 .120 3.030 4.621 3 .170 4 .028 3.016 5.606 4.764 4 .766 5.178 2.252 2.419
;J .1021 .1721 .3882 5373 .7209 .760
1 S t l t H t 'C 57,306 23,270 34.954 38.274 70.103 79.107
*
S o u rce : B ate  f r o a  f iv e  o f f ic e  b u ild in g s  »n G reensboro , N orth C a ro l in e .
•  a
S e t  t e n t  f o r  d e f i n i t i o n  of v a r i a b l e s .
TABLE I
S«n&i 11 v i  t y  A n t l / i r s  b y  D e i t t  t o r  E s t i m a t e d  H e a a n i c  t  g u e n o n  o f  O f f i c e  f t e n t  
U sing « S aap te o f 122 le e s* *
D elta * .01 D e lta ■ .03 D e lta * .04 D e lta •  .06 D elta a .08
**
V a ria b le
P a ra a e te r
E i t i a a t e t  S t a t i s t i c
P aram eter
E a tfa a ta t S t a t i s t i c
P a ra a e te r
E i t i a a t e t  S t a t i s t i c
P a ra a e ta r
E s t i a a t e t  S t a t i s t i c
P a ra a e ta r
E s t ia a te t S t a t i s t  ic
e q u i l i b r i u a  Lease Peyaent (ELP> ,790 17.094 .935 12.040 1.031 12.036 1.297 12.081 1.753 12.137
Lease le r a s :
Lease T e n  in  Months (LSTE9M) .124 3.495 .227 6.031 .282 7.142 .400 6.941 .523 ■10.168
S p a tia l  C h a r a c te r i s t ic s :
Square Feat in  Thousands Leased (SOFTj ■ .054 1.619 .055 1.637 .055 -1 .645 .055 1.644 .055 1.619
c e ia a n  O ff ic e  Space (EETMASj 1.743 6.642 1.277 6.746 1.276 S .750 1.264 8.646 1.235 8.397
L essee C h a r a c te r i i t i c a :
Above A verage Tenant (A60VE) 1.032 7.297 1.031 7.276 ■1.029 -7.261 ■1.022 7.22 1 . o i l ■7.150
Average Tenant (AVGTAT) .59* S .376 .599 5.374 .596 ■5.367 ■ .594 5.340 .587 5.285
O ut-o f S ta te  Tenant (OUTSTAIE) .411 5 .117 .606 5.066 .607 5.074 .603 5.050 .600 5.030
E n is l in g  Tenant (EATNT) .749 2.723 .770 2.726 .269 2.720 .265 2.681 .257 2.609
C ovenants:
S e c u r i ty  D ep o sit tn  M  (DEPOSIT) .710 2.179 .210 ■2.121 ■ ,210 2.120 .209 2.121 .208 ■2.118
Lease Sot A sa ip ia to le  (6ASSIGM1 .167 2.679 .364 - 2 .637 .365 2.645 -366 2.667 .370 2.685
c a r t in g e n c t t s ;
(hie r a t i  one I A U auance in  SK (OPEtALL) .022 7.512 .022 2.506 .022 2.319 .022 2.577 .024 2.694
C o n s tru c t io n  D elay t e l e a s e  (DELAYT .296 2.607 .295 2.577 .296 2.582 .301 2.041 .317 2.789
la n d lo rd  ( d o t a t i o n  l i ^ i t  (tELOCATlOK) -.716 2.036 .237 ■2.DAS .23® 2.054 .239 2.065 .240 2.070
C onstan t 1.823 1.919 2.096 2.241 2.2S2 7 .439 2.621 2.945 3.145 3.724
? .761 .760 .760 .760 .7611
F S t a t i s t i c 79.414 79.118 79.107 79.342 79.648
m
S ource: D ata f ™  f iv e  o f f ic e  b u ild in g s  in  G reensboro, a o r th  C a ro l in a .
• *
S w  t e a t  f o r  d e f i n i t i o n  o f  v i n i b l e t .
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TAau n
S«n«111 v i ty  A n a ly iis  by D1 s c a e i t  l a t e  (R) fo r  E tO W tM  Hedonic E qua tion  of O ff ice  Rent
t
w ith  » 5a^> le of 122 Lease*
•*
V ariab le
P a ra w tc r
E i t i w t c
» ■ .10
t - S t t t i i r i c
P i r * » t p
E t t i a n *
» « ,13
t S t m i t i c
l> * r w t t t r
E t t f a t t t
1 •  .16
t - S t « t i i i i c
E < * ji l ib r i i*  L eaat fa y n e n t (H P ) 1.536 12.111 1.031 12.038 .776 11.962
i ea se  Ter*s:
Lease Tena in  Months USTEWf) ■ .soo 7.423 .232 7.142 .267 6.828
S p a tia l  C h a r a c te r i s t ic s :
Square F eet in  Thousand* te a s e d  (S&H) .OH 1.626 -.055 ■1.643 .056 -1 .654
t t yean O ff ic e  Space (KETMlN) 1.258 6.604 1.278 8.750 1.296 8.881
L essee  C h a r a c te r i s t i c s :
Above A verage Tenant (ABOVE) 1.024 7.242 1.026 7.261 ■1.033 7.275
A verage Tenant fAVGTHT) .595 5.348 - .566 ■5.367 -.681 5.381
Out of S ta te  Tenant (OUTSTAIE) .606 5.073 .607 5.074 .608 5.073
E x is t in g  Tenant (EKTNT) .265 2.687 .269 2.720 .272 ■2.749
C ovenants:
S e c u r i ty  D eposit in  VI (DEPOSIT) -.210 2.126 .210 ■2.120 - .209 ■2.112
Leas* Not A ss ig n ab le  (KASSlGN) . 366 2.657 .365 ■2.645 -.364 2.631
C o n tin g en c ie s :
O p e ra tio n a l Allowance in  SM (OPERAU) .022 2.570 .022 2.519 .(2 2 2.479
C o n s tru c tio n  D elay R e lease  (DELAY) .302 2.648 .296 2.582 .290 2.529
L andlo rd  R e lo c a tio n  R ight (RELOCATION) .238 2.054 ■ .238 2.054 .238 •2 .052
C onstan t 2 .346 2.577 2.252 2.439 2.190 2.343
.= .761 .770 .759
1 S t t t l i t ' c 79.505 79.107 78.689
S ource: D ata froai f iv e  o f f ic e  b u ild in g *  in  G reensboro , N orth C a ro lin a ,
««
See  t e n t  f o r  d e f i n i t i o n  of  v a r i a b l e s .
?H
Est
ima
ted
 
HfO
oni
c 
Eq
uat
ion
s 
ot 
OtM
ce 
Be
nt 
Se
gr
eg
at
ed
 
by 
Le
ss
ee
 
D
ef
au
lt
 
Ri
sk
 
or 
AB
OV
E,
 
AV
ut
HT
, 
an
d 
N
ei
th
er
 
va
ri
ab
le
*
146
So
ur
ce
: 
Da
ta
 
fro
* 
fi
ve
 
oH
it
e 
bu
il
di
ng
s 
in 
G
re
en
sb
or
o,
 
No
rt
h 
C
»r
oi
 
Se
e 
te
nt
 
to
r 
de
fi
ni
ti
on
 
of
 
v
ar
ia
b
le
s.
TABLE 0
E«t)*attd M«4onie E t i e r s  of Office Bene with No 6lP*
U*iog * S ta p le  of \ l l  le t s e *
4*
v a r ia b le
No fi P
P a r « t « r
E ttiM T e
v a n  ab le
t - S t a t i s t i t
No
Nonth of 
P a ra a e te r  
E s t ia a te
ELP V ariab le  
l e e s t  (L9T H ) Added
t S t a t i s t i c
Equi 1 iD r u a  L r t i t  Peywent (ELP)
te a s e  Terws:
Hontti of le a s e  E xecu tion  aSHTK) .250x10 1 6 .*3*
Lease Tern in  Nonth* (LSTERW) .682x10 1 ■1.59* .361x10 1 .890
S p a tia l  O ta r a c r e r i e t i c s :
S quare  f e e t  in  Thousands te a s e d  (SOFT) .0*0 - .975 6 .869 -.0 0 2
(ey aa n  O ff ic e  Space (KEYItAN) 1.827 10.863 1.6*3 10.237
L essee  C h a r a c te r i s t i c s ;
Above A verage Tenant (MOVE) • 1.15*. 6 .7*8 -1 .08* 6 .726
A verape Tenant (AvCTaT) .63* * 7 0 1 .597 * .706
O u t-O f-S ta te  Tenant {OUTSTATE) .753 5.217 82* 6 .068
E x is t in g  Tenant TEX TNT) .353 2.958 .388 3.*51
C ovenants:
S e c u r i ty  D eposit in  M  {DEPOSIT) ■ .106 -.891 .120 1.066
L ease s o t  A ss ig n a b le  (NASSICN) - .1*8 -.891 ■ .1*5 .910
C o n tin g en c ie s :
O p e ra tio n a l A llowance in  M  {OVERALL) .035 3 .117 .016 1.782
C o n s tru c t io n  D elay R e lease  (Df-AY) .663 A 626 .*50 3.553
L andlo rd  R e lo c a t io n  R igh t (RELOCATION) .7 )0 1 .*9* .106 2.306
C onstan t 13,1*7 58.185 12.506 5 3 .397
? .6*79 .6887
f - S t a t i s t i c 50 .228 55.62*
S o u r c t :  D a t t  f r a a  f j w*  o f f i c e  b u i l d i n g s  i n  G r e e n s b o r o ,  Nor t h  C a r o l i n a .
S e e  t e x t  f o r  d e f r n i t i o p  o f  v a r i a b l e * -
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TA8LE P
E s t im a te d  H^ijqnic E c jJa t1 on  of O f f i c e  R ent w ith  Mo S e c u r i t y  D e p o s i t  And Mo O p e r a t io n a l  E xp en se  A llo w an ce  D lbw t V a r ia b l e s»
U sing a S tfp lc  of 122 le a s e s
Mo D eposit mo O p era tio n a l Allowance Mo D e p o s it, Mo O p era tio n a l A llowance
*« P araaie te r P t r M t e r  P a fM ttc r
V a r ia b le  E s tim ate  ( S t a t i s t i c  E s tim ate  t S t a t i s t i c  E i t ’w at* ( S t a t i s t i c
E q u i l i b r i a  l e a s e  P a r e n t  lE lP ) 997 11.553 1 .044 12 .o n 1.009 11.586
Lease Jenm i
Lease te rn  in  Months (LSTEP*) 263 -6 .612 .267 -6 .763 .249 6,279
S p a tia l  C t ia r a c te n s t  c s :
Square f e e t  in  Thousands le a s e d  (5QFT) .065 -1 .969 .029 .859 .039 1.203
Key—n  O ff ic e  Space (KEymaN) 1.26* 9.567 1.313 9.937 1.297 S. 763
L este*  t ; ' ; : i c s :
Above A verage Tenant (ASOVE) ,673 5.791 ,996 -6 .995 .643 ■5.572
Average Tenant <AVGtNT) .566 5.016 .597 ■5.314 .585 ■4.974
D ut-o f S ta te  Tenant fOUTSTATF) .505 4.952 .560 4.634 .570 4 .732
E n ia tin g  Tenant (EXTNT) .236 2.363 .258 ■2.596 .227 ■2.252
Covenants:
S e c u r i ty  D ep o sit tn  t t  (DEPOSIT) .196 1.993
Mo S e c u r i ty  D eposit D u y  (MOMPOSIT) .175 1.615 .181 1.456
Lease Mot A ss ig n ab le  (MASSItt) .359 2.593 .368 2.632 .363 ■2.593
Cont ingenc i« s :
O p era tio n a l A llowance in SM ICPERALL) .021 2.394
No o p e ra t io n a l  A llowance D u v y  (NOOPEftAu) .131 ■1.132 -.134 ■1.154
C o n s tru c tio n  D elay R e lease  (DELAY) .316 2.756 .290 2.356 .301 2.521
Landlord  R e lo c a tio n  R i*>t («ELOCATJ») ■ .344 2.994 .247 -2 .086 -.353 2.999
C onstant 2 .601 2.776 2 .19 2.269 2.562 2.644
i 2 .756 .756 .750
F S l t l l t i c 78.476 77.4S1 77.055
S ource: D ata f r a a  f iv e  o f f ic e  b u i ld in g s  in  C ree n tb o ro . Morth C a ro l in a .
See t u t  fo r  d e f i n i t i o n  o f v a r ia b le s .
oo
TWlE Q
E s t i iu te d  Hedonic E qua tions of O ff ice  Rent by O ther F in c t io n a l Foros
*
0 *ir»fl a S « ^ le  of 122 L e ts t i
e*
V ariab le
P a r a ie te r
E s t ia a te
Seai log
t - s t a t i s t i e
O u a d r it ic
P a ra a e te r
E s t i a a t e  t S t a t i s t i c
E q u i l ib r iq e  Lu k c  Pevaent (ELP) .083 12.983 1.011 11.957
Lease le r a s :
Lease Tera in  N orths (L 'lE W ) .023 7 906 .266 6.752
S p a tia l  C h a r a c te r i s t ic s ;
Square F eet in  Thousands Leased {SOFT) .eras ■1.8*5 .277 3.587
Square F eet in  Ihousands Leased S q ia re d  (SOFT^) .188*10 ‘ 3 .179
seyaan  O ff ic e  Space (tEVNAN) 092 8.*38 1.162 7.825
Lessee C h a r a c te r i s t ic s :
*hov* A verage Tenant (A80VE) .o ra -7.351 .921 6.410
A verage Tenant (AVGTNT) ■ OSS 5.404 ■ .5*5 *.913
Out of S ta te  Tenant (OUTSTAFE) .047 5.270 .56* 4 .757
E s is t in g  Tenant <EXTMT) ■ .021 2.787 .259 2.662
Covenants:
S e c u r i ty  D eposit tn  SM (DEPOSIT) .01* ■1.851 - .100 ,976
Lease Not A ssig n ab le  (NASSIG*) . 02* -2 .3*4 .363 ■2.671
C o n tin g en c ie s :
O p era tio n a l A llow ance in  M  (OPERAIL) .DO? 2.76* .031 3.373
C o n s tru c tio n  D elay R e lease  (OELAT) .023 2.725 .279 2.468
Landlord  le lo c a t io n  s ig h t  KELOCATION) .017 2.00* .3*1 2.868
C onstant 1.687 2*.*32 2,596 2.832
P .767 .767
F s t a t i s t i c 82.111 76.351
S ource: Date t r o »  f i v e  o f f ic e  b u ild in g *  in  G reensboro, # o rth  C a ro lin a .*•
S e e  t e a t  f o r  d e f i n i t i o n  o f  v a r > * b l e s .
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Rosen's  T h eo r y  o f  Com pos i te  Product  P r i c i n g 190
R o s e n  [1974]  p r o v i d e s  t he  s e m i n a l  t h e o r y  f o r  p r i c i n g  a c o m p o s i t e  p r o d u c t  
s u c h  as a s h o p p i n g  c e n t e r  o r  o f f i c e  b u i l d i n g  r e n t a l  s p a c e  b y  d e m o n s t r a t i n g  h o w  a 
m a r k e t  f o r  a p r o d u c t  w i t h  m a n y  c h a r a c t e r i s t i c s  o p e r a t e s  a n d  i n d i c a t i n g  t h e  n a t u r e  
o f  t he  p r i c e  f u n c t i o n  t h a t  c l e a r s  t he  m a r k e t .  Hi s  t h e o r e t i c a l  f r a m e w o r k  o r i g i n a t e s  
f r o m  t he  e x c h a n g e  p r o c e s s  t h a t  ex i s t s  b e t w e e n  l essors  w h o  wi s h  to m a x i m i z e  t h e i r  
p r o f i t  a n d  l essees  w h o  wi s h  to m a x i m i z e  t h e i r  u t i l i t y .  R o s e n ’s m e t h o d  d e t e r m i n e s  
t h e  h e d o n i c  p r i c e  f u n c t i o n  a l o n g  w i t h  f i n d i n g  t he  p a r a m e t e r s  o f  t he  r e l e v a n t  
s u p p l y  a n d  d e m a n d  e q u a t i o n s .
Ros e n  e mp l o y s  a v e c t o r  o f  o b j e c t i v e l y  m e a s u r e d  c h a r a c t e r i s t i c s  to d e s c r i b e  
a c l ass  o f  d i f f e r e n t i a t e d  p r o d u c t s .  A c c o r d i n g l y ,  t he  s p e c i f i c  a m o u n t s  o f  
c h a r a c t e r i s t i c s  a s s o c i a t e d  w i t h  e a c h  p r o d u c t  a n d  o b s e r v e d  p r i c e  c a n  d e f i n e  a set  o f  
h e d o n i c  pr i ces .  In his s t u d y ,  m a r k e t  c l e a r i n g  c o n d i t i o n s  a r e  e x p l a i n e d  by a ve c t o r  
o f  p r o d u c t  c h a r a c t e r i s t i c s ,  Z = (Zj , . . . ,  Z n ), w h i c h  f o r m  a b u n d l e  o f  g oods  a n d  
s e r v i c es ,  a n d  t he  p r i c e  f u n c t i o n  o f  t h a t  c o m p o s i t e  p r o d u c t ,  p ( Z) ,  w h i c h  r e f l ec t s  t he  
j o i n t  p r i c i n g  o f  t he  b u n d l e  o f  g o o d s  a n d  se rv i ces .  U s u a l l y  p ( Z)  is n o n - l i n e a r ,  a n d  
l a n d l o r d s  a n d  t e n a n t s  a c c e p t  t he  p r i c e  f u n c t i o n  as  g i v e n  in t he  c o m p e t i t i v e  
c o m m e r c i a l  l e a s i n g  e n v i r o n m e n t .  T h e  lessee c o m p o s i t e  p r o d u c t  d e c i s i o n  c a n  be 
d e s c r i b e d  by  a u t i l i t y  f u n c t i o n  M =* M ( X , Z , a ) ,  w h e i c  t he  v a r i a b l e  X is a c o m p o s i t e  
p r o d u c t  w h o s e  p r i c e  is u n i t y  a n d  a  is a p a r a m e t e r  f o r  d i f f e r e n c e s  b e t w e e n  t e na n t s .  
T e n a n t  u t i l i t y  m a x i m i z a t i o n  is s u b j e c t  to t h e  n o n - l i n e a r  b u d g e t  c o n s t r a i n t :  Y = 
p ( Z)  + X. R e s u l t i n g  f i r s t  o r d e r  c o n d i t i o n s  arc:
d P / d Z j  = P- »  w h e r e  i = l,...,n.
190A d a p t c d  f r o m  Fo l l a i n ,  J. R. a n d  E m m a n u e l  J i m e n e z  [1985].
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A t e n a n t  u t i l i t y  f u n c t i o n  f o r  v a l u i ng  a l t e r n a t i v e  p a c k a g e s  o f  c h a r a c t e r i s t i c s  
f o r  c o m m e r c i a l  s pace  c a n  be d e v e l o p e d  w h e n  a b i d - r e n t  f u n c t i o n  Q( Z- ,  M,  Y,  a )  
de s c r i b e s  d o l l a r s  a t e n a n t  is wi l t i ng  to s pe n d  f o r  a l t e r n a t i v e  v a l u e s  o f  c o m m e r c i a l  
space  c h a r a c t e r i s t i c s ,  Z,  a t  a g i ven  level  o f  u t i l i t y  a n d  i ncome:
M -  M ( Y - 0 ,  Z,  a ),
w h e r e  f o r  t he  c o m m e r c i a l  r en t a l  spa ce  m a r k e t  Y is i ncome ,  6  is a bid  f o r  r en t  
( Y-0«= X)  a n d  a  is a p a r a m e t e r  f o r  d i f f e r e n c e s  b e t w e e n  t e n a n t s  s uc h  as  bus iness  
p l an ,  o p e r a t i o n a l  e xp e r i en c e ,  size,  etc.
R o s e n ’s f r a m e w o r k  e mp l oys  b i d - r e n t  f u n c t i o n s  f o r  lessees a n d  o f f e r  
f u n c t i o n s  f o r  l essors  w h e r e  bo t h  p a r t i c i p a n t s  a r e  i n d i f f e r e n t  g i ven  c o m m e r c i a l  
space  c h a r a c t e r i s t i c  p r i ce s  a n d  q u a n t i t i e s .  T e n a n t  b i d - r e n t  f u n c t i o n s  p r o v i d e  
m i x t u r e s  o f  c h a r a c t e r i s t i c  p r i ce  a n d  q u a n t i t y  f o r  w h i c h  u t i l i t y  is c o n s t a n t  to the 
t e n a n t  bas ed  u p o n  hi s  t as t es  a n d  income.  T h e  o f f e r  f u n c t i o n  p r o v i d e s  m i x t u r e s  of  
c h a r a c t e r i s t i c  p r i ce  a n d  q u a n t i t y  w h i c h  give  t he  l a n d l o r d  c o n s t a n t  p r o f i t s  u n d e r  a 
c e r t a i n  l evel  o f  t e c h n o l o g y  a n d  p r o d u c t i o n .  T h e  a c t i v i t i e s  o f  lessors m a x i m i z i n g  
p r o f i t  a n d  lessees m a x i m i z i n g  u t i l i t y  e n a b l e s  t he  d e t e r m i n a t i o n  o f  t he  h e d o n i c  
p r i c e  f u n c t i o n  f o r  c o m m e r c i a l  space.  F u r t h e r ,  it has been  d e m o n s t r a t e d  t ha t  
c o m p e n s a t e d  s u p p l y  a n d  d e m a n d  c u r v e s  a n d  e q u i l i b r i u m  c o n d i t i o n s  ca n  be 
d e v e l o p e d  f r o m  lessee b i d - r e n t  a n d  lessor  o f f e r  f u n c t i o n s .  T h u s ,  t a k i n g  t he  t e n a n t  
u t i l i t y  f u n c t i o n  a n d  so lv i ng  f o r  6  j, it c an  be d e m o n s t r a t e d  t h a t  is the  
c o m p e n s a t e d  m a r g i n a l  b id  f u n c t i o n  f o r  t e na n t s ,  or  t he  a d d i t i o n a l  e x p e n s e  t h a t  a 
lessee wo u l d  pa y  on a n o t h e r  un i t  o f  Zj  a n d  be e q u a l l y  as wel l  o f f .
U t i l i t y  is m a x i m i z e d  w h e n  the  m i n i m u m  p r i c e  a t e n a n t  wo u l d  pay ,  p(Z) ,  is 
d e s c r i b e d  as:
0<z‘; M l , Y, a )  = p f Z 1)
a n d
6 t(Z 1; M 1, Y, a )  = P j l Z 1)
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w ith  1 d e n o t i n g  o p t i m u m  Quanti t ies .
Lessors  wi l l  s u p p l y  a t  p(Z)  a n d  ha ve  c o n s t a n t  r e t u r n s  to scal e  a n d  c onve x  
costs  pe r  u n i t  supp l i ed .  H o w e v e r ,  t he  m a r k e t p l a c e  d e t e r m i n e s  p ( Z)  a n d  l a n d l o r d  
p r o f i t  m a x i m i z a t i o n  pe r  u n i t  occu r s  at:
tf = p ( Z)  - C(Z;B).
w h e r e  C(Z;B)  is t he  cost  f u n c t i o n  pe r  un i t  a n d  B de n o t e s  f a c t o r  pr i ces  a n d  
p r o d u c t i o n  f u n c t i o n  p a r a m e t e r s  T h e  s u p p l i e r  or  l a n d l o r d  m a x i mi z e s  p r o f i t  on l y  
i f  t he  a d d i t i o n a l  cost  o f  p r o v i d i n g  the  i ^  c h a r a c t e r i s t i c ,  Cj ,  e q u a l s  the a d d i t i o n a l  
r e v e n u e  g a i n e d  or  Pj -  Cj.
Ro s e n  sugges t s  t h a t  to e s t ab l i sh  a r e l a t i o n s h i p  t h a t  de s c r i bes  t e n a n t ’s bid-  
r en t  f u n c t i o n s ,  let ®(Z; rr, B) be t he  l a n d l o r d ’s o f f e r  f u n c t i o n .  T h e  l a n d l o r d  wo u l d  
be w i l l i n g  to o f f e r  or r en t  c o m m e r c i a l  space  w i t h  a set  o f  c h a r a c t e r i s t i c s  at  a 
c o n s t a n t  p r o f i t  pe r  u n i t  or  n  = 0  - C(Z,B).  A c c o r d i n g l y ,  it c a n  be d e m o n s t r a t e d  
t h a t  t he  m a r g i n a l  cost  o f  p r o v i d i n g  a n o t h e r  u n i t  o f  a c h a r a c t e r i s t i c  wi l l  d e f i n e  the 
s h o r t - r u n  s u p p l y  curve .
P r o f i t s  wi l l  t hen  be m a x i m i z e d  w h e r e
flXZ1; rr1, B) -  p f Z 1)
a n d
O j f Z 1; rr1, B) = P j l Z 1)
wi t h  1 d e n o t i n g  o p t i m u m  qua n t i t i e s .
Where  s u p p l y  equa l s  d e m a n d ,  e q u i l i b r i u m  pr i ce  wi l l  resul t .  T h e  f o l l o wi n g  
e qua l i t i e s  c a n  be s h o w n  to ex i s t  on p r i c e - c h a r a c t e r i s t i c  space:
d ( Z l - M l , Y, a ) = 0 ( Z l - r r 1, B)
a n d
(9j (Zf; M 1, Y, a )  = ^ ( Z 1; rr1, B).
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T h u s ,  t he  r e l a t i o n s h i p  b e t w e e n  o b s e r v e d  pr i ces  or  r e n t a l  r a t e s  a n d  c h a r a c t e r i s t i c s  
o f  t he  t eased  s pa c e  b e c o m e s  o b v i o u s  o n c e  p r i ce  d i f f e r e n c e s  a m o n g  c o m p o s i t e  
p r o d u c t s  a r c  r e c o g n i z e d  as e q u a l i z i n g  d i f f e r e n c e s  f o r  the a l t e r n a t i v e  p a c k a g e s  o f  
c h a r a c t e r i s t i c s .
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